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FREEDOM OF INFORMATION ACT 
Release No. 17/July 1, 1975 


In the Matter of Request of 
BERNARD DEUTSCH 


for Investigatory Records Relating to Financial Programs, 





Inc. 
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DENIAL OF REQUEST 


On June 4, 1975, the Commission received the appeal of 
Mr. Bernard Deutsch from the Public Information Officer’s 
denial of his request, pursuant to the Freedom of Informa- 
tion Act, 5 U.S.C. 552, for access to investigatory records 
relating to Financial Programs, Inc. 


On the basis of the investigatory records that Mr. Deutsch 
has requested, the Commission instituted a public adminis- 
trative proceeding against Financial Programs, Inc., and six 
individual respondents, alleging violations of various provi- 
sions of the federal securities laws. 1/ Although the Com- 
mission has accepted the offers of settlement of a number 
of respondents, the proceeding is still pending against two 
of them. In addition, the records relate to matters charged 
in four pending criminal cases in which Mr. Deutsch is a 
defendant. 2/ 


The current pendency of these proceedings leads the Com- 
mission to conclude that disclosure of the requested in- 
vestigatory records, which were compiled for law enforce- 
ment purposes, would interfere with pending or prospec- 
tive law enforcement proceedings and would tend to de- 
prive a person or persons of a fair trial or an impartial ad- 
judication, and that in this case these are compelling rea- 
sons against disclosure. See 5 U.S.C. 552(b)(7)(A) and 
(B), and Commission Rules 17 C.F.R. 200.80(b) (7)(A) 
and (B). 3/ In addition, certain of the requested records 
are also exempt from disclosure as inter- or intra-agency 
memoranda. See 5 U.S.C. 552(b)(5) and Commission Rule 
17 C.F.R. 200.80(b)(5). 


Accordingly, IT IS ORDERED that the request for investi- 
gatory records relating to Financial Programs, Inc. be, and 
it hereby is, denied. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ In the Matter of Financial Programs, inc., Administra- 
tive Proceeding File No. 3-4910. The proceeding involves 
alleged violations of Section 17(a) of the Securities Act 

of 1933, 15 U.S.C. 77q(a), Section 10(b) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78j(b), and Rule 10b-5 
thereunder, 17 C.F.R. 240.10b-5, Sections 17(d), 17(e), 

22 and 34 of the Investment Company Act of 1940, 15 
U.S.C. 80a-17(d), 80a-17e, 80a-22 and 80a-34, and Sec- 
tion 206 of the Investment Advisers Act of 1940, 15 U.S.C. 
80b-6. 


2/ United States v. Deutsch, et al., S.D.N.Y., 73 Crim. 
1085; United States v. Deutsch, et al., S.D.N.Y., 73 Crim. 
1086; United States v. Deutsch, et al., S.D.N.Y., 73 Crim. 
1083; United States v. Deutsch, et al., S.D.N.Y., 74 Crim. 
22. The trial in the last-cited case is scheduled to begin in 
September, 1975. 


3/ See also In the Matter of Request of |. Walton Bader, 
Freedom of Information Act (““FOIA’’) Release No. 1, 

6 SEC Docket 541 (April 3, 1975); In the Matter of Re- 
quest of Project on Corporate Responsibility, FOIA Release 


282/SEC DOCKET 


No. 7, 5 SEC Docket 828 (May 8, 1975); In the Matter of 
Request of SBanley L. Kaufman, Esq., FOIA Release No. 
9, 7 SEC Docket 97 (June 6, 1975). 








SECURITIES INVESTOR PROTECTION ACT 





SECURITIES INVESTOR PROTECTION ACT OF 1970 
Release No. 42/July 2, 1975 


See Securities Exchange Act Release No. 11513/July 2, 
1975. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 11499/June 26, 1975 


SEC REPORT COORDINATING GROUP SUBMITS 
FIRST ANNUAL REPORT INCLUDING RECOMMENDA- 
TIONS FOR THE ADOPTION OF A FOCUS REPORT 


The Securities and EXchange Commission today announced 
that the First Annual Report including recommendations 
for the adoption of a FOCUS Report was submitted to the 
Commission by the SEC Report Coordinating Group (“The 
Group”). 


The Group, an advisory committee formed pursuant to the 
Federal Advisory Committee Act, Pub. L. 92-463, 86 Stat. 
770 (1972), was chartered on May 1, 1974 for a two year 
period, with the announced purpose of advising the Com- 
mission in the development of a streamlined reporting 
pattern for the securities industry. The Group delivered an 
Interim Report on December 16, 1974, with recommenda- 
tions in four areas: a uniform financial and operational re- 
port (FOCUS Report); uniform assessments forms; uniform 
trading forms; and uniform registration forms and record 
retention periods. 


The First Annual Report of the Report Coordinating Group 
was submitted on June 16, 1975, and contained specific re- 
commendations. 


Financial and Operational Reports 


Its First Annual Report amplified and made specific recom- © 


mendations for the adoption of a FOCUS Report of finan- 
cial and operational information. The recommended FOCUS 





\\ 
















genet 
— 












Report would be composed of a Part | short form sum- 

ry filed monthly by certain clearing or carrying firms; 
Part I! surveillance report filed quarterly by financially 
and operationally sound clearing or carrying firms; Part I1A 
“short form” in lieu of Part I! filed quarterly by small brok- 
er-dealers, firms not clearing and not carrying customer ac- 
counts and firms doing a limited type of business; and an 
“annual audit report” in which the extent and timing of 
the application of the audit procedures would be deter- 
mined, as in other industries, by the independent public 
accountant according to his professional judgment after 
considering the circumstances in a particular case. 


Assessment Forms and Procedures 


In the area of assessment forms, the Group has recommend- 
ed, among other things, that each regulatory organization 
study the possibility of eliminating assessment forms based 
on net commission revenue and consider collecting assess- 
ments based on data captured at the source in computer 
form through the clearing mechanism of each respective 
exchange. An Assessments Forms Task Force has been 
created and will hold its first meeting on June 30, 1975. 


Registration Forms 


Regarding registration forms, the Group’s recommendation 
that the Form U-3, the uniform broker-dealer registration 
form, and the Form U-4, the uniform agent registration 
form, be adopted has been largely implemented. Forty-five 
states, the Commission, and the National Association of 
urities Dealers, Inc. have adopted the recommended 
niform broker-dealer registration form; and forty-eight 
states, the Commission, all registered national securities 
exchanges, the National Association of Securities Dealers, 
Inc., and certain commodity exchanges have accepted the 
recommended uniform agent registration form. 


Trading Forms 


In the area of trading forms, the Group has ascertained that 
there are one hundred four existing trading forms which 
could be reduced to twenty nine such forms. A Trading 
Forms Task Force has been created and will hold its first 
meeting on July 1, 1975. 


The Commission presented Certificates of Appreciation to 
the members of the Group for their generous and devoted 
service. The members of the Group are: 


David J. Barry 

Senior Vice President 

Manufacturers Hanover Trust Company 
New York, New York 


Kenneth J. Bialkin, Esquire, Partner 
Wilkie Farr & Gallagher 
New York, New York 


Thomas R. Cassella, Manager of Operations 
Securities Investor Protection Corporation 
Washington, D. C. 


Bryan P. Coughlin, Jr., Vice President 
Midwest Stock Exchange, Inc. 





Chicago, Illinois 


R. John Cunningham (Chairman), Director 
Arthur Young & Company 
New York, New York 


Joseph F. Neil, Vice President 
Merrill Lynch, Pierce, Fenner & Smith, Inc. 
New York, New York 


Paul H. Fitzgerald, Vice President 
New York Stock Exchange, Inc. 
New York, New York 


Robert E. Googins, Vice President, Counsel and 
Secretary 

Connecticut Mutual Life Insurance Company 
Hartford, Connecticut 


Nelson S. Kibler, Assistant Director 
Securities and Exchange Commission 
Washington, D. C. 


Philip J. Lo Bue, Vice President 
Pacific Stock Exchange, Inc. 
Los Angeles, California 


Hugh H. Makens, Director 
Department of Commerce 
Corporations & Securities Bureau 
Lansing, Michigan 


Douglas F. Parillo, Vice President 
National Association of Securities Dealers, Inc. 
Washington, D. C. 


Daniel J. Piliero II (Secretary), Assistant Director 
Securities and Exchange Commission 
Washington, D. C. 


Frank H. Spearman III, Partner 
Haskins & Sells 
Los Angeles, California 


Eli Weinberg, Senior Vice President 
White, Weld & Co. 
New York, New York 


Bernard Weissman 

Chairman of the Board and Secretary-Treasurer 
Gold, Weissman & Frankel, Inc. 

New York, New York 


It was also announced that a limited number of copies of 
the First Annual Report including the recommendations 
for the adoption of a FOCUS Report will be available from 
the Commission and that the First Annual Report will be 
available for review in the Public Reference Room at each 
of the Commission’s Regional Offices on or about July 1, 
1975. 


The Commission solicits from interested members of the 


public, comments concerning the First Annual Report and 
the recommednations for the adoption of a FOCUS Report. 
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Daniel J. Piliero II, Esq. 

Assistant Director 

Division of Market Regulation 
Securities and Exchange Commission 
Washington, D. C. 20549 


By the Commission. 


Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11500/June 27, 1975 


Admin. Proc. File No. 3-3719 
Admin. Proc. File No. 3-3916 
Admin. Proc. File No. 3-4403 
Admin. Proc. File No. 3-4424 
Admin. Proc. File No. 3-4466 
Admin. Proc. File No. 3-4506 
Admin. Proc. File No. 3-4547 
In the Matter of 


A. P. MONTGOMERY & CO., INC. 
(8-10397) 


SEQUOIA PARTNERS 
SIERRA ASSOCIATES 
CLYDE W. ENGLE 
ROGER WESTON 
EUGENE PHELAN 
TAURUS, INC. 
TAURUS MANAGEMENT CORP. 
In the Matter of 
MILTON J. WALLACE 
and 

JOSHUA L. BECKER 
In the Matter of 


LAIDLAW & CO., INC. 
(8-15798) 


LEO E. BROMBERG 
In the Matter of 
ALBERT HEGLUND, JR. 


In the Matter of 
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The comments should be filed on or before July 15, 1975. 
The communications should be addressed to: 


WILLIAM NORTON & CO., INC. 


All comments will be available for public inspection. 


George A. Fitzsimmons 


(8-11821) 


NORMAN POLTORACK 
IRENE MORGAN 


In the Matter of 


PARK SECURITIES, INC. 
(8-16656) 


N. CARROLL MALLOW 
In the Matter of 


ASSOCIATED UNDERWRITERS, INC. 
(8-15906) 


CARL WESLEY MARTIN 
DAVID REX YEAMAN 
MICHAEL WILLIAM STRAND 


ORDER INVITING BRIEFS 


Each of these cases is a remedial administrative proceed- 
ing under Section 15(b) of the Securities Exchange Act. 
The cases are wholly unrelated to each other. But they 
have one thing in common. 


Each involves a respondent or respondents who is not 
alleged to have been a broker, or a dealer, or a person 
associated with a broker or a dealer, or a person seeking 
to become so associated. 1/ When the cases were initiated, 
that was of no moment. At that time Section 15(b)(7) of 
the Exchange Act 2/ authorized proceedings of this char- 
acter against “any person”. 3/ 


However, the statute has now been modified. The words 
“any person have been replaced by the phrase “any per- 
son associated, or seeking to become associated, with a 
broker or dealer.” 4/ That recent change in the Act has 
led to motions in three of these cases in which the movants 
pray for dismissal on the ground that they are now immune 
from further proceedings. 5/ 


Those motions raise significant questions. And quite apart 
from the pending motions, we have no wish to proceed 
with steps that we have no power to take. Hence the im- 
pact, if any, of the new statute on the instant cases calls 
for careful study. To assist us in that study, we hereby in- 
vite briefs from the interested respondents (including those 
who have made the pending motions, for they may wish to 
supplement the papers that they have thus far filed), from 
our Division of Enforcement, and from others who wish to 
state views on the questions presented. 


Such briefs may advert to any considerations that their 
authors deem pertinent. But comments on the questions 
listed below would be especially appreciated: 


(1) In view of new Section 19(h)(3) of the Exchange Act, 
does the repeal of old Section 15(b)(7) have any real effect 


on these proceedings? Note that Senate Report 94-175 says § 


of this new section (at page 134): ‘‘Paragraph (3) would 
authorize the Commission to suspend or bar any person 














[emphasis added] from being associated with a member of 
a national securities exchange or registered securities associa- 
tion for a specified violation.” 


(2) Is there any reason to believe that any of the respond- 
ents in these cases were or are either: 


(a) “Dealers” in securities within the meaning of that term 
as defined in Section 3(a)(5) of the Exchange Act?; or 


(b) Persons associated with such “‘dealers’’? 


(3) Is there any respondent in any of these matters who is 
seeking or who has sought to become associated with a brok- 
er or a dealer? And if there is, what is the legal significance 
of that? 


(In this regard counsel in the Heg/und proceeding should 
address themselves to the implications, if any, of Mr. Heg- 
jund’s former affiliation with Scholarship Investment Cor- 
poration of Seattle, Washington. And in the Norton pro- 
ceeding it may be well for counsel to consider the import 
for present purposes of the allegation in the order for pro- 
ceedings that the respondent Irene Morgan was once a re- 
gistered representative for the broker-dealer firm there in- 
volved but that she had ceased to be such some years be- 
fore the date on which the allegedly violative conduct in 
which she is claimed to have participated began.) 


(4) Assume that the 1975 amendments to Section 15(b) 

of the Exchange Act preclude the initiation of new proceed- 
ings thereunder against persons who were never in the secur- 
ities business and who have no present intention of going 
into it. Does it follow that the instant proceedings which 
were validly instituted prior to June 4, 1975 must now 
abort? Note in this regard that evidentiary records have 

been made in some of these cases and that they remain 

to be made in others. Does that affect the answer to the 
question? 


(5) Are provisions of the securities statutes other than 
Sections 15(b) and 19(h)(3) of the Exchange Act perti- 
nent to the questions propounded in the preceding para- 
graph? Consider the effect, if any, of: 


(i) Section 21(a) of the Exchange Act, which authorizes 
“The Commission...in its discretion...to publish informa- 
tion...concerning violations”; 


(ii) Section 9(b) of the Investment Company Act, which 
continues to authorize the Commission to prohibit “any 
person” from serving registered investment companies in 
specified capacities and which does not require that the 
person so sanctioned have any link of any sort to the in- 
vestment company business; and 


(iii) The applicability to this situation of Massachusetts 
Trustees of Eastern Gas & Fuel Associates v. United States, 
377 U.S. 235 (1964) where a unanimous Supreme Court 
held that when an administrative agency has power to act 

it may validly do so and that the agency’s “failure to indi- 
cate explicitly or implicitly...the source of its power is with- 
out legal significance.” 6/ 


(6) Assume that the Commission is precluded as a matter 


of law from entering orders against the moving respondents 
and other similarly situated persons or in the alternative 
that even if not so precluded, the Commission should in 
the exercise of its administrative discretion refrain from 
censuring such persons or from acting at once to affect 
their capacity to associate themselves with brokers or deal- 
ers. Does it follow that the Commission should deem itself 
preciuded from making findings in: 


(a) cases in‘which records have already been made? 7/ 


(b) cases instituted before June 4, 1975, in which no 
evidentiary hearings have yet been held? 


Accordingly, 1T IS ORDERED that: 


(A) Any person who wishes to do so may file a memoran- 
dum stating his views on the questions hereinabove posed 
and on other considerations that he deems pertinent to the 
proper resolution of the issues involved in this group of 
cases. 


(B) All such memoranda must be served on the Commis- 
sion’s Division of Enforcement and filed with its Secretary 
on or before August 4, 1975. 


(C) If such a memorandum is filed by a respondent in a 
specific proceeding, it should bear the caption of that 
proceeding. 


(D) If the person filing the memorandum is not a respond- 
ent in a pending proceeding, he may caption his memoran- 
dum “In the Matter of A. P. Montgomery & Co., Inc., et 
al., Administrative Proceeding File No. 3-4424.” 


(E) The Division of Enforcement is directed to file a 
memorandum setting forth its views on the questions 
presented. Such memorandum shall be served on all 
affected respondents and filed with the Secretary of the 
Commission on or before August 4, 1975. 


(F) Although the Division may file separate memoranda 

in each of the seven cases enumerated in the caption hereof, 
it need not do so. It may in its discretion file a single, con- 
solidated memorandum. 


(G) Reply memoranda with proof of service on the Com- 
mission’s Division of Enforcement may be filed on or be- 
fore September 5, 1975. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ These persons’ names appear in the caption of this 
document. 


2/ Added to the Act by Public Law No. 88-467, approved 
August 20, 1964, 78 Stat. 565. 


3/ See Milton J. Wallace, Securities Exchange Act Release 
No. 11252 (February 14, 1975), 6 SEC Docket 300; Wor- 
man Pollisky, 43 SEC 852, 854 (1968); A. Baruch & Com- 
pany, 43 SEC 13, 20-21 (1966). 
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4/ That change was effected by the Securities Amend- 
ments Act of 1975. Public Law No. 94-29, approved June 
4, 1975. Section 11 of that statute repealed former 815 
(b)(7) and replaced it by present §15(b)(6). 


5/ Irene Morgan has made such a motion in the Norton 
proceeding. A similar motion has been made in the Mont- 
gomery proceeding by Sequoia Partners, Sierra Associates, 
Clyde W. Engle and Roger Weston. And Milton J. Wallace 
and Joshua L. Becker have made such motions in their 
proceeding. 


6/ 377 USS. at 248. 


7/ Compare R. Baruch & Company, 43 SEC 13, 20-21 
(1966): “‘[W]e find, [emphasis added] as did the hearing 
examiner that Hammet'’s activities played an important 
part in such unlawful distribution*** There is no indica- 
tion that Hammet has any present intention to engage in 
the securities business and under the circumstances these 
proceedings may be discontinued as to him. Should he, 
however, seek to engage in such business in the future, 
proceedings may be instituted against him pursuant to 
Section 15(b)...on the basis of the conduct we have found 
in the instant case.” 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11502/June 27, 1975 


Admin. Proc. File No. 3-4639 
In the Matter of 


G. R. McQUISTON & CO. 
811 East State Street 
Sharon, Pennsylvania 
(8-16015) 


GLENN R. NicQUISTON 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 


G. R. McQuiston & Co. (“registrant’’), a registered broker- 
dealer, and Glenn R. McQuiston, president of registrant, 
have submitted an offer of settlement which the Commis- 
sion has determined to accept. Solely for the purpose of 
these or any future administrative proceedings brought by 
the Commission, and without admitting or denying the 
allegations in the order for proceedings herein, respondents 
consent to the findings and the sanctions set forth below. 


On the basis of the order for proceedings and the offer of 
settlement, it is found that: 


1. During the period from about June 1973 to January 
1974, registrant, willfully aided and abetted by McQuiston, 
willfully violated Section 17(a) of the Securities Act and 
Section 10(b) of the Exchange Act and Rule 10b-5 there- 
under in that, while acting as agent for customers, registrant 
charged them both commissions and mark-ups in the same 
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transaction, without disclosing these facts to them. 


2. During the period from January 1973 to February 
1974, registrant, willfully aided and abetted by Mc- 
Quiston, willfully violated Section 15(c)(3) of the Ex- 
change Act and Rule 15c3-3 thereunder in that it failed 
to maintain a reserve bank account, to make the compu- 
tations necessary to determine the amount required to 
be deposited in the reserve bank account, and to give 
notification of its failure to make the required deposits. 


3. From November 1973 to June 1975, registrant, will- 
fully aided and abetted by McQuiston, willfully violated 
Section 15(b) of the Exchange Act and Rule 15b3-1 
thereunder in that registrant failed to amend promptly 
its application for registration as a broker-dealer to dis- 
close that it had become a corporation and that McQuis- 
ton was its president and sole owner of its common 
stock. 


4. During the period from August 1970 to June 1975, 
registant, willfully aided and abetted by McQuiston, 
willfully violated Section 17(a) of the Exchange Act and 
Rules 17a-3, 17a-5(n) and 17a-11(c) thereunder in that 
registrant failed (a) to make accurately and keep certain 
records, (b) to furnish customers and file quarterly finan- 
cial information, and (c) to give immediate telegraphic 
notice of its recordkeeping deficiencies, specifying the 
deficient records, and file a timely report specifying the 
steps taken to correct the situation. 


5. Registrant, willfully aided and abetted by McQuiston, 
willfully violated Section 17(a) of the Exchange Act and 
Rule 17a-5 thereunder in that it failed to file timely certi- 
fied reports of financial condition for 1972 and 1973 
containing the required information. 


6. During the period from about June 1973 to January 
1974, registrant, willfully aided and abetted by McQuiston, 
willfully violated the credit-extension provisions of Section 
7(c)(1) of the Exchange Act and Regulation T promul- 
gated thereunder by the Board of Governors of the Fed- 
eral Reserve System. 


In view of the foregoing, it is in the public interest to im- 
pose the sanctions specified in the offer of settlement. 1/ 


Accordingly, IT 1S ORDERED that the registration as a 
broker and dealer of G. R. McQuiston & Co. be, and it 
hereby is, revoked; and it is further 


ORDERED that Glenn R. McQuiston be, and he hereby is, 
barred from being associated with any broker-dealer with 
the proviso that, after one year, he may apply to the Com- 
mission to become so associated in a non-principal and 
non-supervisory capacity under terms and conditions then 
deemed suitable by the Commission. 2/ 


For the Commission by the Office of Opinions and Re- 
view, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ Respondents undertake to repay customers within 30 
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days after the date hereof the amount of the mark-up in 
transactions in which such customers were charged both 
a mark-up and a commission. 


2/ McQuiston states that no promises have been made to 
him that the Commission will permit him to reenter the 
securities business under any proposed circumstances. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11501/June 27, 1975 


Admin. Proc. File No. 3-4477 
In the Matter of 


JAMES ROBERT DUNNE 
Bayside, New York 


ORDER DISCONTINUING PROCEEDINGS 

the Commission’s Division of Enforcement moves to discon- 
tinue the proceedings with respect to him. 

Accordingly, IT 1S ORDERED that these proceedings be, 
and they hereby are, discontinued as to James Robert 


Dunne. 


For the Commission by the Office of Opinions and Re- 
view, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11503/June 27, 1975 


See Investment Company Act Release No. 8837/June 27, 
1975. 





SECURITIES EXCHANGE ACT OF 1934 
- Release No. 11504/June 27, 1975 


n The Securities and Exchange Commission has ordered public 
administrative proceedings under the Securities Exchange 
Act of 1934 (1934 Act) against Kroeze, McLarty & Duddle- 
ston (Registrant), a registered broker-dealer located in Jack- 
son, Mississippi, and John O. Kroeze, Jack M. McLarty and 
Leland S. Duddleston, Jr., the three partners of Registrant. 





The proceedings are based upon allegations of the Commis- 
sion’s staff that Registrant, Kroeze, McLarty and Duddle- 
ston willfully violated and Kroeze, McLarty and Duddle- 
Ston willfully aided and abetted Registrant in violations of 


Stating that it has been unable to serve James Robert Dunne, 
















































the anti-fraud provisions of the 1934 Act. 


Registrant is also charged with willful violations of and 
Kroeze, McLarty and Duddleston are charged with willfully 
aiding and abetting Registrant in violations of Regulation T 
of the Federal Reserve Board and in violations of the spec- 
ial reserve bank account, the bookkeeping and the supple- 
mental reporting rules under the 1934 Act. In addition, Re- 
gistrant is charged with willful violations of and Duddleston 
is charged with willfully aiding and abetting Registrant in 
violations of the broker-dealer annual reporting rule under 
the 1934 Act. 


A hearing will be scheduled by further order to take 
evidence on the staff allegations and to afford the respond- 
ents an opportunity to offer any defenses thereto, for the 
purpose of determining whether the allegations are true and, 
if so, whether any action of a remedial nature should be 
ordered by the Commission. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11505/June 30, 1975 


REQUEST FOR RECOMMENDATIONS FOR APPOINT- 
MENT TO THE NATIONAL MARKET ADVISORY 
BOARD (File No. S7-570) 


The Securities and Exchange Commission today announced 
that it is requesting recommendations of individuals for 
appointment to the National Market Advisory Board (the 
“Advisory Board’’), which the Securities Acts Amendments 
of 1975 (the ““Amendments”) 1/ direct the Commission to 
establish by December 1, 1975. 


Responsibilities of the Advisory Board 


The Advisory Board will be responsible for formulating and 
furnishing to the Commission its views on significant regula- 
tory proposals made by the Commission or any self-regula- 
tory organization concerning the establishment, operation, 
and regulation of the markets for securities in the United 
States. 


The Advisory Board will study and make recommendations 
to the Commission as to the steps it finds appropriate to 
facilitate the establishment of a national market system. It 
will also study the possible need for modification of the 
scheme of self-regulation provided for in the Securities Ex- 
change Act of 1934 so as to adapt it to a national market - 
system, and the need for the establishment, as a new self- 
regulatory organization, of a Regulatory Board to admin- 
ister the national market system. In the event the Advisory 
Board determines a Regulatory Board should be establish- 
ed, it will make recommendations concerning (i) the point 
in time at which a Regulatory Board should be established; 
(ii) the composition of a Regulatory Board; (iii) the scope 
of the authority of a Regulatory Board; (iv) the relation- 
ship of a Regulatory Board to the Commission and to exist- 
ing self-regulatory organizations; and (v) the manner in 
which a Regulatory Board should be funded. 


The Advisory Board will be required to report to the Con- 
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gress, on or before December 31, 1976, the results of such 
study and its recommendations, including such recommen- 
dations for legislation as it deems appropriate. 


In carrying out its responsibilities, the Advisory Board will 
consult with national securities exchanges, registered secur- 
ities associations, brokers, dealers, securities information 
processors, issuers, representatives of Government agencies 
and other persons interested or likely to participate in the 
establishment, operation or regulation of the national mar- 
ket system. 


Membership of the Advisory Board 


The Advisory Board wili consist of fifteen persons, not all 
of whom are to be from the same geographical area, 
appointed for a term of not less than two nor more than 
five years. A majority of the members are to be “‘persons 
associated with brokers and dealers”; 2/ the rest are to be 
representatives of the public, who to the extent feasible, 
have knowledge of the securities markets of the United 
States. 


The Commission intends to appoint persons associated 
with brokers and dealers from different segments of the 
industry and public members who represent investors, both 
small and large, issuers, vendors, and other persons who will 
be affected by the national market system. 3/ 


Commission Request 


The Commission is requesting all interested persons to 
submit the names of individuals for the Commission’s 
consideration in appointing the members of the Advisory 
Board. A recommendation should state: the name of the 
individual recommended, business affiliation, business ad- 
dress and telephone number, home address and telephone 
number, and educational and professional background, as 
well as the name, business affiliation and address, and re- 
lationship to the individual recommended, of the person 
making the recommendation. 


If the individual recommended is associated with a broker 
or a dealer, the recommendation should indicate the seg- 
ment of the securities industry with which the individual is 
identified. Recommendations for public representatives 
should indicate whether the individual is expected to re- 
present investors, issuers, vendors or others likely to be 
affected. Recommendations may also include additional 
information which might be useful to the Commission in 
evaluating the recommendations. Respondents are also re- 
quested to submit, for the Commission’s consideration, 
their views as to general qualifications of persons to be 
appointed to the Advisory Board. 


The Commission may appoint persons to the Board who are 
not recommended pursuant to this Release. 


Three copies of each recommendation should be submitted 
to: George A. Fitzsimmons, Secretary, Securities and Ex- 
change Commission, 500 North Capitol Street, N. W., 
Washington, D. C. 20549, not later than July 31, 1975. 
Reference should be made to File No. $7-570. 


All requests for additional information, or for clarification 
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of the Adivsory Board's responsibilities, organization, or 
composition should be directed to: Andrew P. Steffan, 

Director, Office of Policy Planning, Securities and Exchange 
Commission, 500 North Capitol Street, N. W., Washington, 

D. C. 20549. 


All correspondence in response to this solicitation will be 
a matter of public record. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ Pub. L. No. 94-29, 94th Cong., 1st Sess. (June 4, 1975). 


2/ Section 3(a)(18) of the Securities Exchange Act of 1934, 
as amended, defines a “‘person associated with a broker or 
dealer” as “any partner, officer, director, or branch man- 
ager of such broker or dealer (or any person occupying a 
similar status or performing similar functions), any person 
directly or indirectly controlling, controlled by, or under 
common control with such broker or dealer or any employ- 
ee of such broker or dealer...” 


3/ Joint Explanatory Statement of the Committee of Con- 
ference, H. R. Rep. No. 94-229, 94th Cong. 1st Sess. (May 
19, 1975). 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11506/June 30, 1975 


The Securities and Exchange Commission has announced, 
pursuant to Section 12(k) of the Securities Exchange Act 
of 1934 (“Exchange Act’), the temporary suspension of 
over-the-counter trading in the securities of National Tele- 
phone Company, Incorporated, a Connecticut corporation 
with its principal offices in East Hartford, Connecticut, for 
the ten-day period commencing at 10:00 a.m. (EDT) on 
June 30, 1975 and terminating at midnight (EDT) on July 
9, 1975. 


The Commission initiated the trading suspension at the 
request of the company because of the lack of adequate 
and accurate information concerning the company’s oper- 
ations and financial condition. The Commission has been 
informed by the company that it will be unable to timely 
file its annual report on Form 10K due June 30, 1975 for 
the fiscal year ended March 31, 1975 and that it is con- 
tinuing to seek satisfactory credit arrangements with its 
financing institutions. 


The Commission cautions broker-dealers, shareholders and 
prospective purchasers that they should consider carefully 
the foregoing information along with all other currently 
available information and any information subsequently 
issued by the company. 




















Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 


























Act, at the termination of the suspension, no quotation 
“may be entered unless and until they have strictly com- 


plied with all of the provisions of said rule. If any broker or 
dealer has any questions as to whether or not he has com- 
plied with said rule, he should not enter any quotation but 
immediately contact the staff of the Securities and Exchange 
Commission, Division of Enforcement in Washington, D. C. 
if any broker or dealer is uncertain as to what is required by 
Rule 15c2-11, he should refrain from entering quotations 
relating to the securities in question until such time as he has 
familiarized himself with said rule and is certain that all of 
its provisions have been met. If any broker or dealer enters 
any quotation which is in violation of said rule, the Commis- 
sion will consider the need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11507/June 30, 1975 


The Securities and Exchange Commission today announced 
pursuant to Section 12(k) of the Securities Exchange Act of 
1934 (“Exchange Act”) the temporary suspension of the 
over-the-counter trading in the common stock of Richards 
Aircraft Supply Co., Inc. (“Richards”), a Florida corpora- 
tion located in Fort Lauderdale, Florida, for the ten-day 
period commencing at 10:15 a.m. (EDT) on June 30, 1975, 
and terminating at midnight (EDT) on July 9, 1975. 


The suspension was initiated to allow dissemination of infor- 


mation contained in a proxy recently filed with the Commis- 
sion by Richards relating to a sale of its inventory and its 
sales, accounts receivable and earnings previously reported 
for the three months ended December 31, 1974, and six 
months ended March 31, 1975. According to the materials 
filed with the Commission, “’...certain accounting irregulari- 
ties were adopted in the months of January, February, 
March, and April of 1975, to misstate the actual accounts 
receivable of the Company...” The results of these irregu- 
larities were the overstatement of earnings per share by 
$1.29 as of December 31, 1974, and $2.70 as of March 31, 
1975. In fact, Richards incurred income losses for both of 
these quarters, $118,976 for December 31, 1974 and $193,- 
811 for March 31, 1975. Richards has also reported that it 
will present to a meeting of shareholders to be held on June 
30, 1975, a plan to sell all of its inventory, valued as of 

May 31, 1975, at $2,396,735, in bulk for $1,600,000. 


The Commission cautions broker-dealers, shareholders and 
prospective purchasers that they should consider carefully 
the foregoing information along with all other currently 
available information and any information subsequently 
issued by the company. 


Furthermore, brokers and dealers should be alert to the fact 
that, pursuant to Rule 15c2-11 under the Exchange Act, at 
the termination of the suspension, no quotation may be en- 
tered unless and until they have strictly complied with all of 
the provisions of said rule. If any broker or dealer has any 
questions as to whether or not he has complied with said 
tule, he should not enter any quotation but immediately 


Division of Enforcement in Washington, D. C. If any broker 


contact the staff of the Securities and Exchange Commission, 





or dealer is uncertain as to what is required by Rule 15c2- 
11, he should refrain from entering quotations relating to 
the securities in question until such time as he has familiar- 
ized himself with said rule and is certain that all of its pro- 
visions have been met. If any broker or dealer enters any 
quotation which is in violation of said rule, the Commis- 
sion will consider the need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11508/June 30, 1975 


NOTICE OF EXTENSION OF TIME FOR PUBLIC COM- 
MENT ON RULE CHANGES OF THE NATIONAL ASSO- 
CIATION OF SECURITIES DEALERS, INC. 


On June 11, 1975, the Commission published for comment, 
pursuant to Section 19(b)(1) of the Securities Exchange 
Act of 1934 (the “Act’’), certain additions to the rules of 
the National Association of Securities Dealers, Inc. 
(“NASD”) relating to over-the-counter trading in eligible 
listed securities, as defined in the joint industry plan (the 
“Plan’’) filed with and declared effective by the Commis- 
sion pursuant to Rule 17a-15 under the Act, and the re- 
porting by NASD members of over-the-counter transactions 
in such securities in the consolidated transaction reporting 
system contemplated by the Plan. The Commission also de- 
clared those rule changes effective summarily, pursuant to 
Section 19(b)(3)(B) of the Act, pending final action there- 
on after publication and solicitation of comment. See Se- 
curities Exchange Act Release No. 11461 (June 11, 1975). 
The additions to the NASD’s rules are designated as Article 
XVIII of the NASD’s By-Laws and Schedule G thereunder. 
The time originally specified for submitting such comments 
expires on June 30, 1975. 


The Commission has determined to extend the time for sub- 
mitting comments on the NASD’‘s rule changes to July 18, 
1975. The Commission is particularly interested in receiving 
comments on the competitive effects and other conse- 
quences of those rule changes relating to (i) the imposition 
of reporting charges on certain NASD members, and (ii) the 
reporting of principal transactions effected over-the-counter 
(especially those of block size) in connection with which a 
commission, commission equivalent or differential has been 
charged. All interested persons are invited to submit their 
comments in writing to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North Capitol 
Street, Washington, D. C. 20549 on or before July 18, 1975. 
All such comments should refer to File No. SR-1 and will 
be available for public inspection. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 11509/July 1, 1975 


Admin. Proc. File No. 3-4562 
In the Matter of 


RONALD J. MARROCCO 
2 Massapoag Street 
Medway, Massachusetts 


PHILIP J. McSTOWE 
4 Saxon Road 
Framingham, Massachusetts 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 


These are broker-dealer proceedings under the Securities 
Exchange Act with respect to Ronald J. Marrocco, who was 
president of Marrocco & Co., Inc., formerly a registered 
broker-dealer, 1/ and Philip J. McStowe, who was Marroc- 
co & Co.'s vice president. Solely for the purpose of settling 
these proceedings, and without admitting or denying the al- 
legations of violations by them in the order for proceedings, 
respondents consent to findings of misconduct as alleged in 
that order and to the imposition of specified sanctions. 


On the basis of the order for proceedings and respondents’ 
consents it is found that: 2/ 


1. During the period from about June 29 to August 23, 
1971, respondents willfully aided and abetted violations 
of Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder in that Marrocco & Co. engaged in the securi- 
ties business at a time when it was insolvent. 


2. During the period from about March 31 to August 23, 
1971, respondents willfully aided and abetted violations 

of Section 15(c)(3) of the Exchange Act and Rule 15c3-1 
thereunder in that Marrocco & Co. effected securities trans- 
actions when its aggregate indebtedness exceeded 2000% of 
its net capital and it did not have and maintain net capital 
of at least $5000. 


3. During the period from about March 31 to April 24, 
1971, respondents willfully aided and abetted violations of 
Section 17(a) of the Exchange Act and Rule 17a-3 there- 
under in that Marrocco & Co. failed to make accurately and 
keep current certain books and records. 


4. During the period from about December 31, 1970 to 
April 24, 1972, respondents willfully aided and abetted 
violations of Section 15(b) of the Exchange Act and Rule 
15b3-1 thereunder in that Marrocco & Co. failed to amend 
its application for broker-dealer registration to reflect all 
classes of equity securities it had issued, the names of all 
controlling persons and the fact that its business was partially 
financed by unnamed persons. 


In view of the foregoing, it is in the public interest to impose 
the sanctions to which respondents have consented. 


Accordingly, IT IS ORDERED that Ronald J. Marrocco and 
Philip J. McStowe be, and they hereby are, barred from asso- 
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ciation with any broker-dealer, investment adviser or invest- 





ment company. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ Marrocco & Co.'s broker-dealer registration was revoked 
on the basis of its consent in other proceedings. Securities 
Exchange Act Release No. 10927 (July 26, 1974), 4 SEC 
Docket 627. 


2/ The findings herein are not binding on any other respond- 
ent named in these proceedings. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11510/July 1, 1975 


Admin. Proc. File No. 3-4397 
In the Matter of 


TEIG ROSS, INC. 
Minneapolis, Minnesota 
(8-16864) 


FINDINGS AND ORDER REVOKING BROKER- 
DEALER REGISTRATION 


In these broker-dealer proceedings under the Securities Ex- 
change and Securities Investor Protection Acts, Teig Ross, 
Inc. (“registrant’’), a registered broker-dealer, failed to 
answer the order that instituted these proceedings with re- 
spect to it and is therefore in default. 1/ 


On the basis of that order, it is therefore found that: 2/ 


1. During the period from about November 28, 1972 to 
January 26, 1973, registrant willfully violated Section 17(a) 
of the Securities Act and Sections 10(b) and 15(c)(2) of the 
Exchange Act and Rules 10(b)(5) and 15c2-4 thereunder in 
connection with the offer and sale of common stock of Im- 
perial Engineering, Inc. Registrant underwrote an offering 
of that stock. It represented that the proceeds of that offer- 
ing would be deposited with escrow agent on a weekly basis 
during the offering period. That was not done. Instead, re- 
gistrant kept the money. 


2. During the period from about January 15 to February 
26, 1973, registrant willfully violated Section 15(c)(3) of the 
Exchange Act and Rule 15c3-3 thereunder in that it failed 
to make the deposits in a “Special Reserve Account for the 
Exclusive Benefit of Customers” required by that rule. 


3. During the period from about May 31, 1972, to February 
26, 1973, registrant willfully violated Section 15(c)(3) of 
the Exchange Act and Rule 15c3-1 thereunder in that it 
effected transactions when its aggregate indebtedness ex- 
ceeded 2,000 per cent of its net capital and it did not have 
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and maintain net capital of at least $5,000. 


4. During the same period registrant willfully violated Sec- 
tion 17(a) of the Exchange Act and Rule 17a-3 thereunder 
in that it failed to make accurately and keep current cer- 
tain books and records. 


5. During the period from about November 1972 to Feb- 

ruary 26, 1973, registrant willfully violated Section 17(a) 

of the Exchange Act and Rule 17a-3 thereunder in that it 

made false entries in certain of its books and records to re- 
flect unearned income. 


6. Registrant willfully violated Section 17(a) of the Ex- 
change Act and Rule 17a-11 thereunder in that on Decem- 
ber 18, 1972 and January 17, 1973, registrant filed reports 
of its financial condition with this Commission which in- 
cluded false and misleading computations of its net capital. 


7. During the period from about Januaryh 1 to February 
26, 1973, registrant willfully violated Section 17(a) of the 
Exchange Act and Rule 17a-13 thereunder in that registrant 
failed to post unresolved differences to its books and re- 
cords within seven business days. 


8. During the period from about May 31, 1972 to Feb- 
ruary 26, 1973, registrant willfully violated Section 15(b) 

of the Exchange Act and Rule 15b3-1 thereunder in that 

it failed to file promptly with this Commission amendments 
on Form BD to reflect changes in its officers and directors. 


9. During the period from about May 31, 1972 to February 
26, 1973, registrant willfully violated Section 7(c)(1) of the 
Exchange Act and the rules and regulations promulgated 
thereunder by the Board of Governors of the Federal Re- 
serve System in that it failed to cancel promptly or liquidate 
transactions of customers who had not made full payment 
within the required seven business days. 


On February 20, 1973, registrant was enjoined by the United 
States District Court for the District of Minnesota from vio- 
lating the net capital and certain reporting provisions of the 
Exchange Act. On February 26, 1973, that same court ap- 
pointed a trustee to liquidate registrant under the Securities 
Investor Protection Act. 


In view of the foregoing, it is in the public interest to re- 
voke registrant’s broker-dealer registration. 


Accordingly, 1T IS ORDERED that the registration as a 
broker and dealer of Teig Ross, Inc. be, and it hereby is, 
revoked. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ Rule 7(e) of the Commission’s Rules of Practice pro- 
vides that a party’s failure to file an answer as required 

shall be deemed a default and that the Commission may, 
in such circumstances, determine the proceedings against 
such party upon consideration of the order for proceedings, 





the allegations of which may be deemed true as to such 
Party. 


2/ The findings herein are not binding on any other re- 
spondent named in these proceedings. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11511/July 1, 1975 


Admin. Proc. File No. 3-4685 
In the Matter of 


P. J. GRUBER & CO., INC. 
575 Lexington Avenue 
New York, New York 
(83869) 


PETER GRUBER 


JOHN DE ELORZA 
1640 Vaux Hall Road 
Union, New Jersey 


LEE LINDER 
Riverdale, New York 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 


In these broker-dealer proceedings under the Securities Ex- 
change Act, P. J. Gruber & Co., Inc. (“‘registrant’’), a regis- 
tered broker-dealer, Peter Gruber, its president, and John 
de Elorza have submitted offers of settlement which the 
Commission has determined to accept. Lee Linder has sub- 
mitted a consent. Solely for the purpose of these or any 
other proceedings brought by the Commission under the 
securities acts, and without admitting or denying the allega- 
tions in the order for proceedings, respondents consent to 
the findings and the sanctions set forth below. 


On the basis of the order for proceedings, the offers of 
settlement and Linder’s consent, it is found that: 1/ 


1. During the period from about October 1970 to June 
1975, respondents willfully violated Section 17(a) of the 
Securities Act and Section 10(b) of the Exchange Act 

and Rule 10b-5 thereunder. They participated in arrange- 
ments to place about 70,000 shares of an offering of the 
common stock of Amalgamated Automotive Industries, 
Inc. with Gruber, certain officers of Amalgamated and 
others to create the false appearance that all of the shares 
of the offering had been sold to the public, thereby effect- 
ing the closing of the offering and obtaining the release of 
the proceeds of the offering from escrow. Pursuant to 
those arrangements, Gruber purchased 30,000 shares of 
Amalgamated stock at the offering price of $5 per share 
and immediately resold the stock at the same price to an 
officer of Amalgamated who paid him out of the proceeds 
of the offering. Gruber, de Elorza and Linder received un- 
disciosed compensation, including cash and securities, in 
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connection with the activities involved. Respondents also 
falsely represented that the offering had been successfully 
completed. And they made material misstatements concern- 
ing the manner and method of the distribution of Amalga- 
mated stock, the compensation paid to them and others, 
and the use of the proceeds of the Amalgamated offering. 


2. During the same period, registrant, Gruber and de Florza 
willfully aided and abetted violations of the recordkeeping 
provisions of Section 17(a) of the Exchange Act and Rule 
17a-3 thereunder. 


In view of the foregoing, it is in the public interest to im- 
pose the sanctions to which the respondents have consented. 


Accordingly, 1T 1S ORDERED that the registration as a 
broker and dealer of P. J. Gruber & Co., Inc. be, and it 
hereby is, revoked; and it is further 


ORDERED that Peter Gruber be, and he hereby is, barred 
from being associated with any broker or dealer with the 
proviso that, after three years, he may apply to the Com- 
mission to become so associated; and it is further 


ORDERED that John de Elorza be, and he hereby is, bar- 
red from being associated with any broker, dealer or invest- 
ment ccmpany with the proviso that, after 18 months, he 
may apply to the Commission to become so associated in a 
non-supervisory capacity upon a showing that he will be 
properly supervised; and it is further 


ORDERED that Lee Linder be, and he hereby is, barred 
from being associated with any broker, dealer, investment 
company or investment adviser. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ The findings herein are not binding on any other re- 
spondent named in these proceedings. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11512/July 1, 1975 


Admin. Proc. File No. 3-4662 
In the Matter of 

MY-TOY COMPANY, INC. 
140 43rd Street 

Brooklyn, New York 
(2-34829) 


FINDINGS AND ORDER ACCEPTING OFFER OF 
SETTLEMENT 


In these proceedings under Section 15(c)(4) of the Securities 
Exchange Act, My-Toy Company, Inc., a company subject 
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to the reporting provisions of Section 13 of the Exchange 
Act, has submitted an offer of settlement. 1/ Without ad- 
mitting or denying the allegations in the statement of mat- 
ters in these proceedings, My-Toy consents to the findings 
and makes the representations set forth below. Upon the 
recommendation of its staff, the Commission determined 
to accept the offer. 


On the basis of the statement of matters and the offer of 
settlement, it is found that My-Toy’s report on Form 10-0 
for its third quarter ended March 31, 1973 failed to comply 
with Section 13 of the Exchange Act in that due to a ma- 
terial overvaluation of inventory the report (1) materially 
understated cost of goods sold, total costs and expenses, net 
loss and loss per share, and (2) materially overstated retained 
earnings and stockholders’ equity. 


My-Toy, in March 1975, filed an amendment to the report 
in question which it says complies with Section 13 of the 
Exchange Act and the rules thereunder. It undertakes to 
send a copy of the Findings and Order herein to its share- 
holders with its annual report for the fiscal year ended 
June 30, 1974. 


Accordingly, 1T IS ORDERED that the offer of settlement 
submitted by My-Toy Company, Inc. be, and it hereby is, 
accepted. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ My-Toy has a class of equity securities registered under 
Section 12(g) of the Exchange Act. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11513/July 2, 1975 


SECURITIES INVESTOR PROTECTION ACT OF 1970 
Release No. 42/July 2, 1975 


The Securities and Exchange Commission has ordered ad- 
ministrative proceedings under the Securities Exchange Act 
of 1934 (“Exchange Act’’) and the Securities Investor Pro- 
tection Act of 1970 (“SIPA Act”) involving Executive Se- 
curities Corp. (““Registrant’’), New York, New York; Rich- 
ard O. Bertoli (“Bertoli”’), Sparkhill, New York; and Arnold 
L. Freilich (“Freilich’’), Teaneck, New Jersey. Bertoli was 
president, chief executive officer and a director of Regis- 
trant; Freilich was a director and secretary-treasurer. 


These proceedings are based upon allegations of the Com- 
mission’s staff that Registrant, Bertoli and Freilich wilfully 
violated and wilfully aided and abetted violations of the 
anti-fraud provisions of the Exchange Act in that Registrant 
while receiving customers’ monies for purchase orders of 
Centronics Data Computer Corp. (‘“Centronics’’) stock, 
failed to execute these orders and Bertoli and Freilich used 
the monies for other purposes. In addition, the Respondents 
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attempted to conceal their activities in Centronics stock 
through fraudulent and misleading accounting entries on 

the books and records of Executive. Further, the short 

sale provisions of the Exchange Act, as well as the anti- 
fraud provisions, were violated when the Respondents 
misled and deceived other broker-dealers in effecting short 
sales in the stock of International Business Machines Corp. 
The total monetary loss to the customers of Executive and 
to the various broker-dealers because of the Respondents’ 
fraudulent transactions and activities is in excess of $1,800,- 
000. The Order for Administrative Proceedings also includes 
allegations that Registrant wilfully violated and Bertoli and 
Freilich wilfully aided and abetted violations of the book- 
keeping provisions under the Exchange Act in that the books 
and records of Executive were misleading false, and not cur- 
rent. 


In the Order, the Commission’s staff additionally alleges 
that on or about February 14, 1975, upon the consent of 
defendants Bertoli and Registrant, the United States Dis- 
trict Court for the Southern District of New York issued 

an injunction enjoining Registrant and Bertoli from further 
violations of the bookkeeping provisions of the Exchange 
Act. On the same day, the Court appointed a Trustee for 
Registrant pursuant to the SIPA Act. 


A hearing will be scheduled by further order to take 
evidence on the staff allegations and to afford the respond- 
ents an opportunity to offer any defenses thereto, and for 
the purpose of determining whether the allegations are true 
and, if so, whether any action of a remedial nature should 
be ordered by the Commission. 


See Litigation Release No. 6751. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11514/July 2, 1975 


ACCOUNTING SERIES 
Release No. 174/July 2, 1975 


Admin. Proc. File No. 3-4696 
In the Matter of 
HARRIS, KERR, FORSTER & COMPANY 


OPINION AND ORDER INSTITUTING PROCEEDINGS 
AND IMPCSING REMEDIAL SANCTIONS 


Rule 2(e) Opinion 
|. INTRODUCTION 


This opinion under Rule 2(e)(1) of the Commission’s Rules 
of Practice (specifically, Section 201.2(e)(1)({ii) and (iii) of 
Title 17, Code of Federal Regulations) arises out of the con- 
duct of Harris, Kerr, Forster & Co. (““HKF”), a partnership 
of independent public accountants, in its audit engagement 
and unqualified report upon the financial statements of 
Stirling Homex Corporation (“Sitrling Homex”) for the 


fiscal year ended July 31, 1970. 1/ These financial state- 
ments and HKF’s unqualified report on them were includ- 
ed in Stirling Homex’s (1) 1970 Form 10-K filed with the 
Commission; (2) 1970 Annual Report to Shareholders; 

(3) 1971 Registration Statement for offering of 500,000 
shares of Stirling Homex cumulative convertible preferred 
stock; 2/ (4) 1971 Form 10-K filed with the Commission, 
and (5) 1971 Annual Report to Shareholders. It is our 
opinion that these financial statements were false and mis- 
leading. While it is our opinion that HKF’s execution of its 
1970 Stirling Homex engagement was not performed in 
accordance with generally accepted auditing standards 
(“GAAS”), HKF appears to have been a victim of a deliber- 
ate scheme to defraud, including the misrepresentation and 
concealment of certain material facts, perpetrated by cer- 
tain management and supervisory personnel of Stirling 
Homex and others.” 


HKF has submitted to the Commission a waiver of the in- 
stitution of formal administrative proceedings under Rule 
2(e)(1) and has consented to the entry of an order contain- 
ing certain findings, conclusions and remedial sanctions. 


Under the terms of HKF’s waiver and consent, HKF solely 
for the purpose of settlement of this matter, and without 
admitting or denying the Commission’s findings of law, and 
without admitting or denying any fact except for the pur- 
pose of this settlement, consented, among other things, to 
the entry of an appropriate order. 


After due consideration of the offer of consent, we have de- 
termined that it is appropriate and in the public interest to 
accept this consent. 


il. BACKGROUND 


Stirling Homex was in the business of manufacturing and 
installing modular dwelling units in low-to-moderate in- 
come housing developments under the sponsorship of a 
local public housing authority. During fiscal 1970, a rapid 
expansion in Stirling Homex’s modular housing manufactur- 
ing capacity occurred. This expansion was accompanied by 
widespread publicity and a volatile stock price movement. 
During this period, Stirling Homex’s management sought to 
maximize income in hopes of supporting and maintaining 
an inflated price/earnings ratio. Stirling Homex attempted 
to progress from a small construction company to a leader 
in the nascent modular housing industry. 


Stirling Homex’s reported sales of modular housing were 
$5.4 million in 1969 and $16.5 million in fiscal 1970. The 
apparent impetus to this revenue growth was the recogni- 
tion of modular sales attributable to “turnkey” projects 
which, under certain conditions, qualified for financial 


*Today the Commission also announced the filing of a 
civil injunctive complaint in this matter entitled Securities 
and Exchange Commission v. Stirling Homex Corporation, 
et al. In addition, the Commission issued pursuant to Sec- 
tion 21(a) of the Securities Exchange Act of 1934 a “’Re- 
port of Investigation in the Matter of Stirling Homex Cor- 
poration Relating to Activities of the Board of Directors 
of Stirling Homex Corporation. 
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assistance from the Department of Housing and Urban De- 
velopment (“HUD”). Stirling Homex achieved these in- 
creased sales, in the Commission's view, through the im- 
proper recognition of revenues and realization of profits 
with respect to the manufacture and installation of modu- 
lar dwelling units. In 1972, Stirling Homex was declared 
bankrupt. 


iil. 1970 AUDIT 
A. HKF’s Understanding of Stirling Homex’s Business. 


In its review of the turnkey contracts, HKF considered 
only the relationship between Sitrling Homex and the 
local housing authorities (‘““LHAs”’). HKF’s concern cen- 
tered around Stirling Homex’s ability to perform under 
the contracts with the LHAs and not with the LHAs’ 
ability to fulfill their financial obligations, nor with the 
commitment of financing by HUD. HKF, in the opinion of 
the Commission, did not fully understand the funding pro- 
visions applicable to Stirling Homex’s operations under the 
HUD turnkey program and did not seek expert advice. 


In addition, HKF did not determine whether financial re- 
sponsibility existed on the part of Stirling Homex’s cus- 
tomers to purchase the completed turnkey projects. In 
fact, the LHAs did not have the necessary financing to 
carry out these turnkey housing programs without mas- 
sive HUD assistance. 3/ Moreover, the terms of turnkey 
contracts between Stirling Homex and the LHAs were 
specifically conditioned upon HUD’‘s approval, which 
approval had not been obtained: 


“The approval of this Agreement by the Government 
signifies that the undertaking by the Purchaser of the 
acquisition of the property constitutes a project 
eligible for financial assistance under the Annual 
Contributions Contract 4/ identified in Exhibit ‘C’; 
that said Annual Contributions Contract has been 
properly authorized; that funds have been reserved 
by the Government and will be available to effect 
payment and performance by the Purchaser here- 
under; and the Government approval of the terms 
and conditions hereof.” 


Revenues from these turnkey projects were included in sales 
during the 1970 fiscal year, although the required HUD ap- 
proval was absent from most of the turnkey contracts. 
These contracts were available to, and were reviewed by, 
HKF and were maintained in HKF’s workpapers. HKF did 
not consider HUD’s approval necessary to the recognition 
of Stirling Homex revenues. HKF was aware of the exist- 
ence of a large number of modules reflected in sales to 
LHAs under turnkey contracts which had not been installed 
on the project sites as at July 31, 1970. HKF was also a- 
ware that the turnkey contracts provided that the risk of 
loss remained with Stirling Homex until the project was 
completed and contained no provision for payment until 
such time. In the Commission's view, the recognition of 
revenue under these circumstances was inappropriate. 


B. HKF Procedures Employed on Stirling Homex Projects 


Toward the end of fiscal 1970, HKF established certain 
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criteria pertaining to turnkey contracts that had to exist 
before HKF would acquiesce to revenue recognition by 
Stirling Homex on the modules manufactured and assigned 
to specific projects. These criteria were established by HKF 
because it wanted reasonable assurance that the turnkey 
contracts would, in fact, be completed by Stirling Homex. 
HKF made the judgment that the LHAs would meet their 
financial obligations when a certificate of occupancy was 
issued. 


Therefore, during the period, HKF required that the follow- 
ing criteria be met by Stirling Homex in order to recognize 
revenue on the projects: (1) Stirling Homex own or “‘con- 
trol” the land upon which the project was to be construct- 
ed; (2) any of the following: (i) construction on the pro- 
ject site; or (ii) possession of a building permit; or (iii) rea- 
sonable assurance that a building permit would be forth- 
coming; and (3) in certain instances, modules be turned 
over to a common carrier. 


The focus of these elements was unfortuante because it 
turned on Stirling Homex’s ability to perform under the 
turnkey contracts and not upon the ability of the LHAs 
to pay. However, the LHAs’ ability to pay was totally de- 
pendent on the commitment of HUD financing and, as 
previously indicated, this was not adequately considered 
by HKF. 5/ 


C. Projects 
1. General Discussion 


During fiscal 1970, Stirling Homex improperly recognized 
revenue of approximately $3.7 million on 8 turnkey pro- 
jects, 6/ located in Erie, Pennsylvania; Worcester, Massachu- 
setts; and Sanford, Maine. None of the contracts for these 
projects had been countersigned by HUD as at July 31, 
1970, as required by the contracts and the applicable HUD 
guidelines. 


At no time did HKF make inquiry regarding the existence 
of HUD funding. This lack of inquiry, in the opinion of 
the Commission, did not meet the requirements of GAAS. 
7/ 


2. Worcester, Massachusetts, Project 


Stirling Homex executed four contracts with the Wor- 
cester Housing Authority in July of 1970, in the closing 
days of the 1970 fiscal year. These contracts involved 

four separate projects to be financed under the HUD turn- 
key program. These contracts accounted for over $1 million 
in sales improperly recognized in fiscal 1970. 


The Worcester contracts do not contain any HUD approval. 
None existed. The engagement senior indicated this in 
HKF’s workpapers prepared during the 1970 audit of Stir- 
ling Homex: 


it was apparent from conversations that HUD is the 
financier of the Worcester developments. My ques- 
tion is that if HUD has not yet approved said contracts 
what will happen if such approval is not given.... Who 
would pay for the developments[?] | would say that 
HUD’s approval could not be obtained until the follow- 
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comes to pass (none of which happened until September 
or October). 


Yet Stirling Homex recognized revenue and income on 
these Worcester projects. The required HUD approval in 
some instances never occurred, and in others occurred well 
after the close of the 1970 fiscal year. Moreover, HKF’s 
own revenue recognition criteria were not satisfied in one 
instance. One project site had been rejected by the zoning 
board as unacceptable and no new replacement site was ever 
found. Thus, Stirling Homex neither owned nor controlled 
the land on this project. The HKF workpapers indicate that 
HKF was aware that the modules assigned to the Worcester 
projects (assignment to a project was the basis for revenue 
recognition) were being stored at locations other than the 
project sites. 


As late as September 1970, the HKF engagement audit sen- 
ior visually inspected the four Worcester project sites and 
found that two of the sites were only vacant lots. The third 
site had been rejected by the City of Worcester zoning 
board, 8/ and the fourth was approximately 95% complete. 


3. Erie, Pennsylvania, Projects 
Stirling Homex entered into three contracts with the Hous- 


ing Authority of the City of Erie on the very last business 
day of fiscal 1970. These agreements covered three projects 


to be financed under the HUD turnkey program and account- 


ed for approximately $1.7 million in revenues recognized in 
fiscal 1970. As was the case with the Worcester projects, 
there was no evidence of a HUD financing commitment, and 
in fact, none existed. 


4. Notes to 1970 Financial Statements 


Footnote 3 to the Stirling Homex fiscal 1970 financial state- 
ments, captioned, “‘Receivabies and Unbilled Amounts on 
Contracts,”’ states the following: 


The Company enters into various modular housing 
sale contracts with local housing authorities. These 
contracts contain an allocation of the sales price 

as between modular units, site development and in- 
stallation, land and other reimbursables. The terms 
of certain sales contracts (‘“Turnkey’’) provide for 
payment and transfer of title upon completion and 
receipt of all approvals necessary for occupancy. 


The Company records sale of modular units after they 
have been manufactured and assigned to specific con- 
tracts. 


The notes and accounts receivable from affiliated 
companies represent sales to companies in which 
certain officers and directors of the Company or 
members of their immediate families have an equity 
interest. 


The Company’s sales to local housing authorities are 
for Federally financed housing projects which qualify 
for financial assistance from the Department of Hous- 
ing and Urban Development. Due to the nature of 
these sales, no provision for doubtful accounts is 
considered necessary. 





This note contained inaccurate and misleading statements 

in that the turnkey contracts entered into by Stirling Hom- 
ex did not provide for an allocation of the sales price be- 
tween modular and installation portions, although Stirling 
Homex submitted its proposals on such a basis. In order to 
obtain the concurrence of the LHAs with the allocation, HKE 
suggested to Stirling Homex during its 1970 fiscal year audit 
that Stirling Homex have the LHAs execute addenda to the 
turnkey contracts which would provide for a breakdown of 
modular and installation sales. However, Stirling Homex re- 
fused to submit the addenda to the local housing authori- 
ties for their signatures. 


Once HKF determined that Stirling Homex would not sub- 
mit the addenda to the LHAs for their signatures, HKF de- 
cided on an alternative approach. In this regard, HKF sent 
two confirmation letters to the local housing authority on 
each project. One confirmation requested a verification of 
information regarding its contracts with Stirling Homex, 
including the date of contract, a breakdown of the total 
sales price between modular and installation sales, the 
terms of payment, and the number of dwelling units re- 
ceived by the housing authority through July 31, 1970. 
The second confirmation requested a verification of the 
amount of apartment dwelling units completed and assign- 
ed by Stirling Homex to a project with the particular local 
housing authority, as well as the amount billed by Stirling 
Homex through July 31, 1970. 


By structuring the confirmations in this fashion, HKF was 
attempting to confirm the information contained in the 
Stirling Homex addendum. However, HKF did not receive 
a signed confirmation from all of the housing authorities 
verifying such information; rather, certain of the housing 
authorities referred HKF back to the contracts for confir- 
mation of the contract terms themselves. HKF’s attempt 
to confirm the breakdown of the total sales price and the 
dollar amount and number of modules completed and 
assigned to a project, the Commission believes, was inappro- 
priate. 


Further, the last paragraph of Footnote 3 set forth above 
leaves the impression that HUD funds had been committed 
to the projects and thus there was no necessity for an allow- 
ance for doubtful accounts. |In fact, there were no Federal 
funds committed to these projects. Additionally, during the 
course of its audit engagement, HKF did not concern itself 
with this question. 


5. Conclusion 


in the Commission’s opinion, HKF’s audit was not perform- 
ed in accordance with generally accepted auditing standards 
in that, among other things, it failed to acquire and examine 
sufficient competent evidential material concerning firm 
commitments of HUD financing to the projects. 


In accepting HKF’s offer of settlement, the Commission has 
considered the fact that HKF has not previously been sub- 
ject to disciplinary or enforcement proceedings instituted 
by the Commission, that the conduct occurred in 1970, 
that HKF was subsequently terminated by Stirling Homex 
because of disagreements with Stirling Homex over matters 
of accounting principles 9/ and that HKF was the victim of 
a deliberate scheme to defraud. Further, the Commission 
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has considered the professional conduct of HKF with re- 
spect to transactions and events that occurred after HKF 
issued its report on Stirling Homex’'s 1970 financial state- 
ments, especially HKF's insistence that Stirling Homex 
give full and complete disclosure in its 1971 Registration 
Statement concerning two transactions that were recog- 
nized in income in financial statements that HKF was not 
reporting upon and at a time when HKF was no longer 
serving as independent auditor for Stirling Homex. 


In view of the above findings, the Commission concludes 
that HKF’s audit of Stirling Homex’s 1970 financial state- 
ments was not conducted in accordance with generally 
accepted auditing standards. 


+ +. + * . 


Under the terms of its offer of settlement, Harris, Kerr, 
Forster & Company, without admitting or denying the 
Commission’s findings, and solely for the purpose of 
settlement, consented to the entry of an order embodying 
the following sanctions. 


Accordingly, IT 1S ORDERED that proceedings pursuant 

to Rule 2(e) of the Commission’s Rules of Practice be, and 
they hereby are, instituted against Harris, Kerr, Forster & 

Company, and Harris, Kerr, Forster & Company hereby is 
censured by the Commission. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ $201.2(e)(1) provides as follows: The Commission may 
deny temporarily or permanently, the privilege of appearing 
or practicing before it in any way to any person who is 
found by the Commission after notice of and the opportun- 
ity for hearing in the matter...(ii) to be lacking in character 
or integrity or to have engaged in unethical or improper 
professional conduct, or (iii) to have willfully violated, or 
willfully aided and abetted the violation of any provision 

of the Federal securities laws (15 U.S.C. secs. 77a to 80b- 
20), or the rules and regulations thereunder. 


2/ HKF was not Stirling Homex’s independent auditor at 
the time of the offering by Stirling Homex of its preferred 
stock. The independent auditing firm of Peat, Marwick, 
Mitchell & Co., which replaced HKF, reported on the finan- 
cial statements of Stirling Homex and consolidated subsidi- 
aries for the seven months ended February 28, 1971, the 
most current audited financial statements included in the 
1971 Registration Statement of Stirling Homex. The con- 
duct of the accounting firm of Peat, Marwick, Mitchell & 
Co., with respect to Stirling Homex is discussed in ASR 
Release No. 173 also issued by the Commission today. 


3/ While Note 3 to the Company’s financial statements for 
the fiscal year ended July 31, 1970 indicates that the hous- 
ing projects purchased by the LHAs were Federally financed 
and because of this “‘no provisions for doubtful accounts 
was considered necessary”, this footnote was misleading be- 
cause it failed to disclose that no firm commitment for 
funding of any Stirling Homex project had been made by 
any Federal agency responsible for funding Stirling Homex’s 
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projects. 


4/ The Annual Contributions Contract is the document 
whereby HUD guarantees a commitment of funds to the 
LHAs. 


5/ Almost no documentary evidence exists in HKF‘s work- 
Papers demonstrating a commitment for financing by 
HUD to support income recognition by Stirling Homex on 
its turnkey projects. 


6/ In addition, two Akron, Ohio projects, Hillwood and 
Highland, on which Stirling Homex recognized revenue of 
$6,900,000, were being processed under the turnkey pro- 
gram. HKF did not determine whether the Akron Metro- 
politan Housing Authority had HUD approval for these 
projects, though such approval was required by the terms 
of these agreements. In fact, no such HUD approval existed. 


7/ The third standard of Auditing Field Work requires the 
examination of sufficient evidential matter as a predicate 
for the expression of the auditor’s opinion. The third gen- 
eral standard of auditing requires ‘due professional care” 
in the performance of an engagement. (See Statement on 
Auditing Standards No. 1, published by the AICPA.) In 
the Commission's opinion, HKF’s conduct, in this instance, 
fell below these minimal standards. 


8/ The HKF workpapers indicate that the senior on the 
audit learned the following, *’... the Bridgeport Street pro- 
ject was killed due to local opposition to developing a low 
income project. He [Stirling Homex’s legal representative 
in Worcester] says presently there are four sites under con- 
sideration as substitutes for the Bridgeport Street project, 
the selectiort of a final site is still open. | raised the pos- 
sibility that since these matters are subject to public hear- 
ings (as evidenced by local newspaper reports on Providence 
and North Street), a substitute site may never be found. 
Therefore, | can see no basis under our present thinking for 
including Bridgeport Streets in sales.” (Emphasis added.) 
HKF uncritically accepted Stirling Homex’s recognition of 
income on the Bridgeport Street project because of assur- 
ances by the Worcester Housing Authority and Stirling 
Homex that a substitute site would be found. 


9/ Accounting Series Release No. 165, adopted December 
20, 1974, after HKF was terminated by Stirling Homex, 
would, in circumstances such as these, require disclosure 
of the substance of the disagreements between the inde- 
pendent public accountant and the registrant. 
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ORDER INSTITUTING PROCEEDINGS AND FIND- 
INGS, OPINION AND ORDER OF THE COMMISSION 


The Commission deems it appropriate that proceedings be 
instituted against Merrill Lynch, Pierce, Fenner & Smith 

incorporated (“Merrill Lynch’’) pursuant to Section 15(b) 
of the Securities Exchange Act of 1934 (‘Exchange Act’’). 


Merrill Lynch, simultaneously with the institution of these 
proceedings, has submitted an offer of settlement for the 
purpose of disposing of the issues raised in these proceed- 
ings. Under the terms of its offer of settlement and solely 
for the purpose of these proceedings Merrill Lynch waives 
the institution of formal allegations, and without admitting 
or denying the findings set forth herein, consents to the 
findings and issuance of this order. 


The Commission has determined it is appropriate and in the 
public interest to accept the offer of settlement of Merrill 
Lynch and, accordingly, is issuing this order. 


FINDINGS 


Information has come to the attention of the Commission 
concerning transactions executed by a registered representa- 
tive of Merrill Lynch in a customer’s account in short, inter- 
mediate and long term government securities, including 
Government National Mortgage Association (“GNMA”) 
when issued commitments. The customer is a non-profit in- 
stitution which had funds on hand on a short term basis and 
was interested in investing the funds in low risk investments 
with acceptable rates of return. The transactions executed 
by the registered representative raised questions concerning 
the suitability of the transactions, the frequency of the 
transactions and whether they were properly reflected on 
Merrill Lynch’s books and records. 


As part of this activity, the registered representative effect- 
ed a series of transactions on behalf of the customer for the 
purchase and sale of GNMA when issued commitments be- 
ginning with a $1.5 million purchase on October 10, 1973 
which was converted into a $3 million commitment in De- 
cember, 1973, and rolled over in February, 1974 and 
March, 1974 by selling $3 million in GNMA when issued 
commitments and making commitments to purchase $3 
million of other GNMA’s when issued. These transactions 
were unsuitable for the account of the customer in that 

the customer did not have the financia! capacity to pur- 
chase the GNMA's when in fact issued and therefore would 
have to sell the when issued commitments prior to or at 
settlement date, and was speculating contrary to its invest- 
ment objectives that there would be a drop in interest rates 
before the settlement date of the GNMAs. As a result of 
these transactions the customer incurred a substantial loss. 
In some instances because of certain problems including 
computer programming problems the transactions were 

not properly recorded on the books and records of Merrill 
Lynch. Merrill Lynch failed adequately to supervise the 
activities of its registered representative in charge of the 
account with a view toward preventing such conduct. 


In its offer of settlement, Merrill Lynch has represented 
) that it has undertaken certain remedial steps to prevent 
Matters of this kind from recurring. In this regard, it has 
undertaken a program to revise its procedures relating to 


the sale of government securities, particularly GNMA when 
issued commitments, including a requirement that its office 
managers give written approval prior to execution of GNMA 
when issued commitments in excess of a specified amount 
and the institution of procedures for the early detection of 
excessive trading activity by account executives. Further- 
more, Merrill Lynch has voluntarily reached settlement 
with the customer involved. 


Another instance has come to the attention of the Commis- 
sion involving certain selling practices of Merrill Lynch in 
connection with securities which were being offered by a 
company under the sponsorship of an affiliate of Merrill 
Lynch. These selling practices which occurred at some 
branch offices included the assignment of local sales quotas, 
mandatory evening and weekend solicitation sessions and 
extra inducements to salesmen. As a result of these prac- 
tices, customers were encouraged in some instances to li- 
quidate securities some of which were of equally high qual- 
ity and which at the time of sale were the subject of buy or 
hold recommendations by Merrill Lynch’s research depart- 
ment. 


In connection with its offer of settlement, Merrill Lynch 
has undertaken to review its policies and procedures with 
respect to these selling practices with a view to determin- 
ing what revisions, modifications or other changes, if any, 
are required, and will take such steps as may be necessary 
to implement any such required revisions, modifications 
or changes. 


In view of the foregoing, we deem it appropriate and in the 
public interest that proceedings be instituted, and accord- 
ingly, 1T iS ORDERED that such proceedings be, and they 
hereby are, instituted. 


After consideration of the offer of settlement of Merrill 
Lynch wherein it has undertaken to adopt certain supple- 
mental policies and procedures to prevent the recurrence 
of the conduct described above, the fact that Merrill 
Lynch has reached settlement with the customer involved 
in the government securities matter described above, and 
taking into consideration Merrill Lynch’s consent to the 
entry of a Judgment of Permanent Injunction pursuant to 
which it is required to adopt certain policies and procedures, 
1/ the Commission accepts Merrill Lynch's offer of settle- 
ment and finds that no other formal sanction is necessary 
or appropriate in the public interest. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ See the complaint entitled Securities and Exchange Com- 
mission v. Stirling Homex Corporation, et al., filedtoday in 
the U. S. District Court for the District of Columbia. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 11516/July 2, 1975 


REPORT OF INVESTIGATION IN THE MATTER OF 
STIRLING HOMEX CORPORATION RELATING TO 
ACTIVITIES OF THE BOARD OF DIRECTORS OF 
STIRLING HOMEX CORPORATION 


1. INTRODUCTION 


Based on information received in the Commission’s private 
investigation In the Matter of Stirling Homex Corporation, 
the Commission deems it appropriate that a public report 
of investigation (‘‘Report’’) be made with respect to the 
activities of Theodore W. Kheel (‘‘Kheel’’) and John Cas- 
tellucci (‘“Castellucci’’), two members of the Board of 
Directors of the Stirling Homex Corporation (“Stirling 
Homex”) 1/ in 1971 and 1972. 


Accordingly, the Report is hereby issued. 2/ Solely for the 
purpose of the Report, Kheel and Castellucci consented to 
its issuance, without admitting or denying the findings set 
forth herein. 


In issuing this Report, the Commission takes note of the 
fact that, as part of a fraudulent course of conduct to de- 
ceive the public, Stirling Homex, certain of its officers, di- 
rectors and associates and others intentionally deceived 
Kheel and Castellucci by making untrue representations, 
falsifying contracts and furnishing false and misleading fi- 
nancial and other information to them. Further, the Com- 
mission, in reaching its determination to issue this Report, 
considered certain other factors presented by heel and 
Castellucci in their letters consenting to the issuance of 
this Report, including the fact that neither had ever sold 
any securities of Stirling Homex, that Kheel lost over 
$300,000 which he had invested in the company, that 
information which could have been supplied to them was 
intentionally and systematically withheid and that the 
fraudulent activities complained of occurred notwithstand- 
ing the association with the company of several prominent 
professionals including accountants, lawyers, bankers and 
investment counsel. 3/ 


il. BACKGROUND 


Stirling Homex, a modular home building concern located 
in Avon, New York, was organized in July, 1968 as a Dela- 
ware corporation. Stirling Homex was engaged in the busi- 
ness of manufacturing and installing modular dwelling units 
in connection with government housing programs. 


In February, 1970, Stirling Homex made an initia! public 
offering of 1,175,000 shares of common stock at $16.50 

a share. After completion of the initial public offering, the 
management of Stirling Homex and others embarked on a 
fraudulent course of conduct designed to show continually 
increasing sales and earnings. The method utilized to achieve 
these results was the recordation of fictitious sales, earnings, 
and assets. 


As part of this course of conduct, materially faise and mis- 
leading registration statements, press releases, annual and 
periodic reports and other materials were filed with the 
Commission and disseminated to the public and stockhold- 
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ers of Stirling Homex. Other improper activities are charged 
in the Commission’s Complaint. 


In early 1971, Stirling Homex was encountering cash flow 
problems. Accordingly, Stirling Homex decided to seek ad- 
ditional funds from the public by means of a second public 
offering of securities. Ultimately a registration statement 
for an offering of $20 million of cumulative preferred stock 
was declared effective by the Commission on July 29, 1971. 


Subsequent to this offering, the corporate difficulties of 
Stirling Homex became aggravated. Modules which had 
been produced for, and assigned to, so-called “contracts” 
were accumulating around the Avon plant of Stirling Hom- 
ex and at other storage sites throughout the country and 
the collection of outstanding accounts receivable was de- 
clining. 


On March 17, 1972, Stirling Homex announced substantial 
losses for the first two quarters of its 1972 fiscal year. The 
losses were, in large part, due to the earlier recordation of 
fictitious sales. The modules that had been produced were 
deteriorating and in need of maintenance. The company 
encountered difficulties which were aggravated by its un- 
sound financial structure and policies, sales previously 
booked did not materialize, production was curtailed, 
and debts spiraled. Finally, on July 12, 1972 Stirling 
Homex filed a petition for reorganization under Chapter 
10 of the Bankruptcy Act. 


ili. STIRLING HOMEX CORPORATION BOARD OF 
DIRECTORS 


A. Composition and Functions of the Board of Direc- 
tors 


Between February, 1970 and June, 1972 the Stirling Hom- 
ex Board of Directors had as many as seven directors and 
as few as four. At no time during its existence as a public 
corporation were there more than two directors who were 
not a part of the management group of Stirling Homex. 
During the relevant periods of time discussed herein, the 
two “‘outside directors”’ were Kheel and Castellucci. 


During the period from 1970 to its bankruptcy in June, 
1972, there were seven meetings of the Board of Directors 
of Stirling Homex, and most of those meetings were per- 
functory. Several of the seven meetings were conducted 
by telephone and were utilized by David Stirling, Jr., and 
Yanowitch to convey an announcement or make a formal 
presentation concerning some corporate event. 4/ At 
these meetings there was little discussion or interrogation 
of management. The real decision making body for the 
company was the Executive Committee of the Board of 
Directors, which was composed of David Stirling, Jr., 
William Stirling, and Yanowitch. 


The Board of Directors did not create any other committees 
to assist in the performance of its responsibilities or to re- 
ceive, solicit or evaluate information from Stirling Homex 
management. There was no presentation of a written agenda 
containing items for discussion at any Board meetings, or 
memoranda which would have assisted the Board in con- 
sidering various proposals and operational problems in an 
orderly and businesslike manner. 








Apart from Board of Directors meetings, Kheel, in his role 
ww) as labor counsel for the company, on various occasions gener- 
ally questioned several principal officers of Stirling Homex 

about the operations of the company, in the belief that this 
was a significant way in which he could obtain information 
he needed as a director. Castellucci contacted Stirling Homex 
management by telephone at intervals of approximately four 
to six weeks concerning operations of the company. 


and, as a result, could not and did not make probing 
inquiries regarding these matters. 


At various times prior to the effective date of the 1971 
public offering, Castellucci complained about the arbi- 
trary manner in which David Stirling, Jr. ran the Board of 
Directors meetings and the refusal of the Stirling Homex 
management to provide directors with financial informa- 
tion and other data concerning the company’s operations. 
In response to his compiaint, Castellucci received assur- 
ances from the members of management that all was well 
and that financial information would be provided to him. 
However, management did not subsequently provide such 
information. 


B. Role of Kheel and Castellucci 5/ 


Kheel, who is an attorney in New York 6/ became a direc- 
tor of Stirling Homex at the time of its formation in July, 
1968. At that time he purchased 200,000 shares of Stirling 
Homex common stock for $1 per share. Kheel remained a 
director of Stirling Homex until June, 1972. This failure to receive financial information apparently 
became a greater concern of Castellucci when he read an 
article in the spring of 1971 in Barron’s Newsletter that 
among other things, was highly critical of certain of Stir- 
ling Homex’s accounting practices. When Castellucci asked 
David Stirling, Jr., about the article, David Stirling, Jr., 
responded by indicating that the company’s accounting 
practices and auditors had been changed. No further in- 
quiry was made by Castellucci with respect to these account- 
ing practices. 


Castellucci, who is retired and residing in Florida, became 
a director of Stirling Homex in April, 1969 at the request 
of Stirling Homex’s then investment banker. Castellucci re- 
mained a director of Stirling Homex until June, 1972. 


The business of Stirling Homex during the period in question 
tion, centered around a rather novel concept, manufacturing 
modular housing units on a rather large scale in the plants of 
Stirling Homex, shipping them to various sites for installa- 
tion and their assembly into housing units to be acquired by 
local housing authorities pursuant to various Federally sub- 
sidized programs designed to provide housing for low in- 
come families. While this concept appeared to have consid- 
erable promise, it had never previously been utilized on a 
large scale basis. The accounting policies of Stirling Homex 
were supposedly responsive to the rather unique nature of 
its business, but, as pointed out above, were utilized by 
Stirling Homex with the objective of recoring sales and re- 
venues at the earliest possible stage. One effect of this ap- 
proach was to record and report sales and earnings before 


Shortly after the 1971 public offering was effectuated in 
July, 1971, Castellucci tendered his resignation from the 
Board of Directors because he had not been receiving suf- 
ficient information from the company to be well inform- 
ed of its affairs. 7/ However, Castellucci’s resignation was 
not accepted and he was persuaded by Yanowitch to re- 
main on the Board. 


Kheel and Castellucci as directors signed the registration 
statement offering $20,000,000 of convertible preferred 
stock in July, 1971. They did not raise any further ques- 

















any significant amount of cash became payable on the pro- 
jects involved. This, in turn, created a chronic cash shortage 
which was aggravated by the lavish expenditures of the Stir- 
ling Homex management and necessitated large scale bor- 
rowings. 


Kheel and Castellucci relied upon the fact that Stirling 
Homex’s independent accountants had accepted these ac- 
counting practices as being in conformity with generally 
accepted accounting principles and as a result made no 
significant effort to analyze or familiarize themselves with 
said principles. 


Without informing Kheel or Castellucci prior thereto, Stir- 
ling Homex changed their independent auditors from Har- 
ris, Kerr, Forster & Co. (“‘HKF”) to Peat, Marwick, Mitchell 
& Co. (“PMM”) in early 1971. Neither Kheel or Castellucci 
inquired into the circumstances surrounding the removal of 
HKF as auditors, except that Kheel questioned David Stir- 
ling, Jr. about the change after it had occurred, and was toid 
that the company wished to hire a “big eight” firm. Kheel 
accepted this explanation. 


Kheel and Castellucci were not given and did not obtain 
from any source timely, accurate or complete information 
with respect to the business operations of Stirling Homex 
including such matters as backlog, aging of receivables, cash 
flow needs, problems relating to completion of contracts, 


tions about Stirling Homex’s business operations and ac- 
counting practices, nor did they consult with the corpora- 
tion’s auditors or investment bankers. They were not 
informed by management of the questions raised by the 
staff of the Commission in connection with the registration 
statement and thus were not aware of the problems that 
were presented. 8/ Kheel and Castellucci were not asked 
to and did not participate in the decision to change the 
offering from common to convertible preferred stock. 


Kheel and Castellucci knew of the following facts: 


(1) That a substantial amount of the accounts receivable 

of Stirling Homex, which comprised the major asset of 

the company, were outstanding for a period of time exceed- 
ing 12 months as reported in the July 29, 1971 prospectus; 


(2) That Stirling Homex’s modules, numbering in the 
thousands, were being stored at the company’s facilities 
and various other locations. From time to time Kheel in- 
quired of David Stirling, Jr., as to the reasons for the large 
accumulation of modules. David Stirling, Jr., told Kheel 
that they were all sold; and 


(3) That substantial expenditures of Stirling Homex cor- 
porate funds were made for rental of airplanes, entertain- 
ment, travel, office furnishings, limousines, etc. Kheel 
inquired about these expenditures and was told they were 
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necessary for sales and promotion. 


These events occurred prior to the July, 1971 offering. 
Thereafter, the problems of Stirling Homex greatly in- 
creased. In the fall of 1971, the accumulation of modules 
continued and installation virtually came to a halt. Stirling 
Homex experienced considerable difficulty in installing and 
realizing payment on several of its largest projects including 
Hillwood in Akron, Ohio, and the Greater Gulf Coast Hous- 
ing and Development Corporation Project in Mississippi. 
Neither Kheel nor Castellucci were informed nor realized 
that the company was suffering serious operating and fi- 
nancial difficulties and they made no greater effort to 
involve themselves in the company’s affairs in 1971 or 
early 1972. Instead, on this and other occasions, they 
relied on the self-serving representations of Stirling Homex 
management and actions by the company’s accountants, 
bankers, and investment counsel which they perceived to 
be favorable. 


IV. CONCLUSION 


It is not the function of this Report to set forth any general 
rules or even general conclusions with respect to the duties 
of an outside director; rather its purpose is to summarize 
certain aspects of the functioning of outside directors in a 
particular instance which was explored in an investigation 
made by the Commission staff. 


This is done not so much to criticize the conduct of Kheel 
and Castellucci even though, in the opinion of the Commis- 
sion, their performance as directors as indicated herein, was 
not adequate; rather it illustrates an instance where outside 
directors did not play any significant role in the direction of 
a company’s affairs even though they possessed considerable 
business experience and sophistication. 


There existed no internal system by which they were regular- 


ly provided with significant information concerning corpor- 
ate affairs and to some extent they recognized this deficien- 
cy. For example Kheel and Castellucci were not normally 
provided with financial projections, corporate development 
plans or the status of corporate contracts and agreements. In 
the Commission’s opinion, they did not obtain a sufficiently 
firm grasp of the company’s accounting practices and other 
aspects of the company’s business related thereto to enable 
them to make an informed judgment of its more important 
affairs or the abilities and integrity of its officers. Kheel and 
Castellucci relied upon the fact that Stirling Homex’s inde- 


pendent accountants had accepted these accounting practices 


as being in conformity with generally accepted accounting 


principles. While this reliance was understandable, it resulted 
in their making no significant effort to analyze or familiarize 


themselves generally with these accounting practices, and in 
the opinion of the Commission, it resulted in their failure to 
understand the implications of these accounting practices 
and their susceptibility to abuse. While they periodically 
asked general and conclusory questions, they frequently ob- 
tained only superficial answers which they accepted without 
further inquiry. 


While the Commission recognizes the difficulties which may 
confront outside directors, particularly in a situation such as 
this, where management as part of a fraudulent course of 
conduct to deceive the public was not willing either to take 
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the outside directors into their confidence or to keep them 
even reasonably well informed, this case illustrates a situa- 
tion where these directors, in the opinion of the Commis- 
sion, did not provide the shareholders with any significant 
protection in fact, nor did their presence on the Board have 
the impact upon the company’s operations which sharehold- 
ers and others might reasonably have expected. 


1/ David Stirling, Jr., Harold M. Yanowitch (““Yanowitch”), 
William.Stirling, and Charles W. Marshall (‘Marshall’), other 
members of the Stirling Homex Board of Directors have 
been named as defendants in a complaint filed taday cap- 
tioned, Securities and Exchange Commission v. Stirling 
Homex Corporation, et al. The Commission's allegations 
concerning their conduct are contained therein. The re- 
maining member of the Board of Directors, David Stirling, 
Sr., is deceased. Simultaneously with the issuance of this 
Report and the filing of the complaint, the Commission 
issued two opinions under Rule 2(e) of the Commission’s 
Rules of Practice relating to the canduct of Peat, Marwick, 
Mitchell & Co. (ASR No. 173) and Harris; Kerr, Forster & 
Co. (ASR No. 174) with respect to their audits of Stirling 
Homex Corporation. 


2/ Section 21(a) of the Securities Exchange Act of 1934 
authorizes the Commission, in its discretion, to publish 
information gathered during its investigation concerning 
“any facts, conditions, practices or matters which it may 
deem necessary or proper”’ in fulfilling its responsibilities 
under the Exchange Act. 


3/ After July 29, 1971, the effective date of the public 
offering of preferred stock, which was the capstone of the 
fraudulent activities, the banks agreed to lend the com- 
pany up to $55,000,000, the underwriter actively promoted 
sale of the stock, and the auditors reported that the com- 
pany’s earnings and sales had increased substantially. Accord- 
ing to Kheel, he assumed that the foregoing actions of these 
professionals indicated that the company was in good shape 
and that there was no need to be overly concerned about 
the company’s operations or financial condition. 


4/ There were no meetings of the Board of Directors where 
all the Board members were personally present. 


5/ This was not the first time that Kheel had been a mem- 
ber of a Board of Directors. Kheel is a director of seven 
other publicly held corporations. Castellucei had never 
previously served on a Baord of Directors of a public com- 
pariy. 


6/ In August, 1969, after Kheel provided labor relations 
services to Stirling Homex without compensation for ap- 
proximately one year, his law firm was retained as labor 
counsel to the company and was put on a $50,000 retainer. 


7/ Marshall, another director, attempted to resign from 
the Board of Directors, because he felt that he was inade- 
quately informed and his suggestions were not being 
accepted, but he was dissuaded from doing so by David 
Stirling, Jr. 





8/ Kheel asked David Stirling, Jr., about the delays in the 
processing of the registration statement with the SEC and 
was told that the SEC was objecting to a land sale the com- 
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pany was seeking to include as earnings. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11517/July 2, 1975 


ACCOUNTING SERIES 
Release No. 173/July 2, 1975 


Admin. Proc. File No. 3-4695 
in the Matter of 


PEAT, MARWICK, MITCHELL & CO. 
345 Park Avenue 
New York, New York 10022 


OPINION AND ORDER IN A PROCEEDING PURSUANT 
TO RULE 2(e) OF THE COMMISSION’S RULES OF 
PRACTICE 


Between February 1972 and March 1974 the Commission 
filed four civil injunctive complaints against Peat, Marwick, 
Mitchell & Co. (“PMM”) relating to PMM’s examinations 

of financial statements of National Student Marketing Cor- 
poration (““NSMC”), Talley Industries, Inc. (“Talley”), 
Penn Central Company (“Penn Central’’), and Republic 
National Life Insurance Company (“‘Republic National”’). 
In addition, the Commission has completed an investigation 
relating to Stirling Homex Corporation (“Stirling Homex”’) 
which has also raised questions concerning PMM’s audit of 
this Company’s financial statements. 1/ In order to resolve 
these controversies, PMM has submitted an offer of settle- 
ment which is described in detail below, and which we have 
considered and determined to accept. As contemplated by 
the settlement offer, without admitting or denying any of 
the statements and conclusions set forth herein, PMM has 
agreed to the institution of this Rule 2(e) proceeding and 
the issuance of the order hereinafter set forth. 2/ 


The facts of these five matters, as they appear to the Com- 
mission, are set forth in some detail below, together with 
the Commission’s views on the accounting and auditing 
lessons to be learned from them. The following highlights 
certain of the basic problems which have been noted by the 
Commission in these matters: 


The first set of problems relate to the process of taking on a 
new audit engagement and planning for the first audit. 
Three of these cases involved initial audits. 


In the NSMC case, there was inadequate communication be- 
tween the predecessor auditor and PMM which resulted in 
PMM’s being unaware of doubts which the predecessor audi- 
tor had as to the integrity of management. In the Republic 
case, PMM was aware of disagreements between their pre- 
decessors and Republic’s management regarding disclosure 
of and accounting for investments in its major debtror, but 

















The Commission, in Accounting Series Release No. 153, al- 
ready has expressed its view that the basic responsibilities of 
auditors require full communication between predecessors 








PMM did not investigate these differences in sufficient depth. 









and successors. Another lesson appears in NSMC and Stir- 
ling, where the auditors accepted assertions by management 
concerning the special circumstances of the business invol- 
ved although presentation of the supposed results present- 

ed unusual accounting and auditing problems. In consider- 
able measure this occurred because the auditors were not 
sufficiently familiar with the business context to assess the 
representations of management. Auditors should be particu- 
larly careful when the client asserts that special circumstances 
require unusual accounting or auditing solutions and should 
either possess or avaii themselves of sufficient industry 
knowledge to judge the substance of the situation. In addi- 
tion, in Stirling there was a division of ultimate authority 

for the engagement between two partners, one of whom 
operated out of an office far removed from the executive 
offices and the manufacturing facilities of Stirling, so that 

his ability to actively plan and supervise this difficult first 
audit was substantially reduced. 


Another problem area highlighted by several of the cases 

is the need for emphasizing the importance of substance 
over form in determining accounting principles to be ap- 
plied to particular transactions and situations. In addition 
te considering substance over form in particular transac- 
tions, it is important that the overall impression created by 
the financial statements be consistent with the business 
realities of the company’s financial position and operations. 


In the Penn Central case, PMM did not place sufficient em- 
phasis on the economic substance of several transactions 
and hence permitted these transactions to be accounted for 
under principles which in our view were not applicable in 
the circumstances. More importantly, the inclusion of the 
sum of all these transactions in financial statements result- 
ed in statements which, taken as a whole, did not commun- 
icate to the user the business realities of the company’s fi- 
nancial position and operations. 


We believe that an auditor must stand back from his resolu- 
tion of particular accounting issues and assess the aggregate 
impact of the particular issues upon a reasonable investor’s 
perception of the economic substance of the enterprise for 
which financial statements are being presented. 


In several of these cases, serious problems arose in the ap- 
plication of percentage of completion accounting and its 
improper use to accelerate the recognition of revenue. Per- 
centage of completion accounting is normally used in situa- 
tions where the conventional approach of recognizing re- 
venue at the point of sale and delivery would produce a 
misleading picture of business activity. This is normally 
the case where there are substantial projects lasting longer 
than a year, where ultimate sales are assured by contract 
and where reasonable estimates can be made of the cost to 
complete the project. In the WSMC case, no firm sales had 
been made and, in fact, the percentage of completion was 
measured by the estimated percentage of sales effort ex- 
pended. In addition, “projects” were of short duration 
and cost estimates were uncertain. Similarly, in Stirling, 
sales contracts were dependent on obtaining financing 
which was highly uncertain, and the costs of completion 
were difficult to estimate. 


These cases emphasize that the use of accounting principles 
must be evaluated in the light of their applicability to the 
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facts of the particular case, and that professionals must exer- 
cise the greatest care and judgment in appraising their appli- 
cability. While management may initially select the princi- 
ples to be followed, the independent accountant must be 
satisfied that in his professional judgment the principles se- 
lected are those which appropriately describe the business 
reality within the general framework of the accounting 
approach to economic measurement. 


Finally, in most of these situations, the auditors accepted 
the representations of management without obtaining in- 
dependent audit verification of the realities underlying 
transactions. While the Commission does not suggest that 
management representations are not a significant source of 
evidence, it is apparent that if the independent professional- 
ism inherent in the auditor’s role is to be maintained, evi- 
dence beyond these assertions must be obtained in signifi- 
cant audit areas. 


In Talley, for instance, the auditors accepted management's 
estimates of contracts to be received despite the fact that 
Talley had to predict both total government contracts to be 
awarded and the company’s expectations of its share of 
such total contracts. These largely subjective judgments 
were based on various forms of “soft” data and were not 
sufficient for the purpose of assuming future orders. They 
also accepted Talley’s estimates of per unit cost reductions 
despite the fact that Talley’s cost system was not capable 
of (and did not attempt to) monitor differences between 
estimated and actual cost figures. 


The recognizing of revenue in the NSMC case depended in 
part on the firmness of the “contracts” with NSMC’s cus- 
tomers. In that regard the auditors relief heavily on manage- 
ment’s representations that oral contracts were not unusual 
and were sufficiently firm to be a basis for recognizing re- 
venue. In the initial audit, they did not insist on written 
confirmations from customers. 


in Stirling sales and income were recognized in connection 
with the manufacturing and installation of modular housing 
for local housing agencies although the agencies, themselves 
without funds, were dependent upon federal financing and 
binding commitments for such financing were absent. In the 
Commission’s judgment, PMM accepted representations that 
documentation from the local agency constituted or was the 
practical equivalent of committed federal financing. Assign- 
ments of modules to specific contracts, ability to recover in- 
stallation cost overruns and the status of particular projects 
were other areas where PMM largely relied upon manage- 
ment representations and did not perform appropriate audit 
steps. 


The following is a description of the five cases. 
NATIONAL STUDENT MARKETING CORPORATION 


Prior to discussing PMM’s role as independent auditors for 
National Student Marketing Corporation (“NSMC”) refer- 
ence should be made to the circumstances under which the 
firm was engaged. In April 1968, NSMC made a registered 
public offering of 30,000 shares of its common stock. 3/ 
At the time of this registered stock offering, NSMC’s inde- 
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pendent auditors were Arthur Andersen & Co. and Coving- 
ton & Burling was its outside counsel. In July of 1968, 
shortly before the close of NSMC’s fiscal year, Covington & 
Burling resigned as counsel to NSMC and was succeeded by 
White & Case (““NSMC’s outside counsel’’). At approximate- 
ly the same time, Arthur Andersen advised NSMC that it 
would not be available to undertake audit responsibilities 
for the fiscal year ending August 31, 1968. Arthur Ander- 
sen‘s decision to resign apparently came as a result of a 
series of events which led Arthur Andersen and Covington 
& Burling to question the reliability of information which 
they received from NSMC’s management. 


Upon being requested by NSMC to accept the audit en- 
gagement, PMM’s Washington office inquired of the man- 
aging partner of the local Arthur Andersen office as to 
whether there was any professional reason why PMM should 
not undertake to act as outside auditors for the company. 
This limited inquiry, which the Commission believes should 
have been viewed as including questions regarding manage- 
ment integrity, was answered in writing in the negative. 
PMM did not ask for the reasons why Arthur Andersen had 
resigned and Andersen did not supply any information in 
this regard. 4/ The Commission believes that information 
pertaining to the integrity of management should be com- 
municated between predecessor and successor auditors. The 
resulting failure of communication caused PMM to under- 
take this engagement at a distinct disadvantage. While the 
kind of information Arthur Andersen and Covington & Bur- 
ling had did not necessarily go to the fundamental integrity 
of NSMC’s management, it was nevertheless significant in- 
formation which PMM should have sought more aggressive- 
ly. The significance of the simultaneous changes of the in- 
dependent auditors and outside counsel also should not have 
been overlooked. This additional information might have 
added significantly to the normal “healthy skepticism” 
with which the auditor approaches a professional engage- 
ment. 


PMM’s August 31, 1968 Engagement - 
Accounting for Fixed Fee Programs 


NSMC was organized in 1966 to engage in the development, 
marketing and implementation of various products and 
services of its own and of its clients to high school and 
college students. At this time, it maintained its executive 
offices in Washington, D. C. 


The clients of NSMC were companies wishing to sell their 
products and services in the student market. NSMC designed 
youth-oriented advertising programs to fit the needs of in- 
dividual clients and sold its ability to implement those pro- 
grams by distributing various materials directly to the so- 
called youth market. Media used by NSMC in its youth mar- 
keting activities included campus poster advertising, hand- 
outs, direct mail, desk pads, college directories, newspaper 
insertions, films and product sampling. NSMC sold its ser- 
vices through account executives whose duties encompassed 
solicitation of prospective clients, explanation of NSMC’s 
marketing capabilities and development and design of speci- 
fic programs to meet clients’ marketing objectives. Posters, 
handouts, samples and other promotional materials used in 
the marketing programs were often made and delivered to 
the NSMC distribution network by outside vendors and/or 
by the clients themselves. NSMC’s distribution network 
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consisted of part-time campus representatives employed 
by NSMC who worked on a commission basis. 


NSMC’s revenues were generated on either a commission 
or fixed fee basis, depending upon the nature of the pro- 
gram. An example of a commission program was the dis- 
tribution of posters with tear-off coupons for a magazine 
subscription. The client would pay a fee to NSMC per sub- 
scription application coupon received. An example of a 
fixed fee type program was a direct mailing to a specific 
number of addresses for a flat fee. Fixed fee business first 
became significant for NSMC during the latter half of fis- 
cal 1968. 


As described to the auditors, NSMC’s increased efforts to 
obtain clients for particular marketing programs on a fixed 
fee basis were centered on NSMC’s recently expanded na- 
tional sales operation centered in New York City. The 
company had hired several account executives whose 
efforts involved the creation of an overall marketing program 
- marketing strategy, media selection, art work, and the like 
- tailored to the needs of a particular client, its presentation 
to the client, possible revisions and a new presentation, and 
ultimately acceptance by the client. The programs were di- 
rected to the student market and thus were to be imple- 
mented at various seasons during the academic year. The 
program effort was the responsibility of the particular 
NSMC account executive who drew upon and supervised 
the various necessary talents of the New York office staff. 
As represented by NSMC’s management, the only remain- 
ing functions after acceptance by the client were those of 
an essentially mechanical nature such as printing, mailing, 
placing posters, and the like, with their costs being suscept- 
ible to a reliable estimation. A substantial amount of firm 
commitments allegedly had been obtained for such fixed 
fee programs prior to August 31, 1968, and it was repre- 
sented that the creative effort had thus been largely accom- 
plished, although implementation of the programs and bill- 
ings were to take place at a later date. It was explained by 
NSMC to the auditors that, as was a common practice in 
the industry, these commitments were for the most part 
not in written contract form. 


When PMM commenced its examination of NSMC’s finan- 
cial statements for the fiscal year ended August 31, 1968, 
it became immediately clear that NSMC’s internal account- 
ing books and records were in very poor condition and that 
the journal entries were a month or two behind. By early 
October a preliminary profit and loss statement had been 
prepared by management which reflected a loss of approxi- 
mately $220,000 for that year. It was at this time that the 
company’s management, principally its chief executive offi- 
cer, advised the auditors that its books and records did not 
include substantial amounts of revenues generated by 
NSMC’s New York office through the sale of fixed fee pro- 
grams. From the beginning of October to the middle of 
November, additional information was supplied to the 
auditors by NSMC which purported to show substantial 
commitments which would result in income arising out of 
the operations of this aspect of NSMC’s business. Approxi- 
mately 96% of NSMC’s consolidated earnings before income 
taxes and extraordinary items and forty percent of its assets 
resulted from the inclusion in NSMC’s financial statements 
for 1968 of revenues, less the accrual of related costs, from 
these fixed fee programs described in the financial state- 





ments as “contracts in progress.”’ In our view, both this 
accounting treatment and the auditing in respect thereof 





were inappropriate for several reasons. Of the $1.76 million 
in revenues from unbilled receivables appearing in NSMC’‘s 
1968 financial statements, only about $200,000 was cover- 
ed by written contracts from NSMC’s clients. 5/ The rest 
was reported as “contracts in progress” but in fact consist- 
ed of what were said to be oral ““commitments,”’ the sole 
written evidence of whose existence consisted in most 

part of one page commitment reports of the NSMC account 
executives. All of these commitment reports from the ac- 
count executives were dated in October, some six weeks 
after the close of the company’s fiscal year. These reports 
gave no indication that the purported commitments exist- 
ed on August 31, 1968. The auditors’ work papers do not 
reflect that efforts were made to test whether they exist- 
ed at August 31, 1968 or not. 6/ 


Revenue should be recorded on a percentage of completion 
basis only in circumstances where (1) the ultimate realiza- 
tion of the revenue is reasonably assured, (2) the comple- 
tion of the contract requires a relatively long period of 
time, (3) the partial performance of the contract is a rea- 
sonable measure of business activity and (4) the cost of 
completion can be reasonably estimated. In our view, 
none of these criteria was met with respect to the account- 
ing for fixed fee programs, and the application of the per- 
centage of completion accounting method to these circum- 
stances was inappropriate. In addition, the determination 
of percentage of completion on the basis of what, in our 
view, was only sales effort appears to us to be totally in- 
consistent with the basic principles underlying revenue 
recognition. Furthermore, the method used ignored all 
cost of implementing the program in computing the per- 
centage of completion, although such costs were accrued. 
Moreover, the company relied only on its account execu- 
tives for their estimates of the percentage of completion. 
although such costs were accrued. Moreover, the company 
relied only on its account executives for their estimates of 
the percentage of completion. Although the auditors claim 
to have tested these representations and estimates by the 
account executives, they did not document such testing 

in their work papers. 7/ 


The accounting method utilized for the fixed fee programs 
made no allowance for, and the financial statements made 
no reference to, guarantee provisions in a substantial num- 
ber of the programs by which, in the event the response 
level did not reach a stated, minimum, NSMC was obligated 
either to accept a reduced fee or to rerun the program at 
no cost to the client. Since NSMC had had no significant 
past experience with the fixed fee programs, its liability 

to make good on these guarantees could not accurately 

be estimated. 


By way of summary, some measure of the inappropriate- 
ness of the percentage of completion accounting applied 
to the fixed fee programs in the company’s 1968 financial 
statements may be gleaned from the fact that during its 
1969 fiscal year the company wrote off over 75% of the 
$1.76 million in revenues ascribed to the fixed fee pro- 
grams previously reported in the 1968 statements. 8/ 


In addition to the propriety of the accounting method is 
the question of appropriate auditing procedures with respect 
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to fixed fee programs. Standard of Field Work No. 2 of 
Generally Accepted Auditing Standards requires the audi- 
tor to make “‘a proper study and evaluation of the existing 
internal control [of his client] as a basis for reliance there- 
on.’ The 1968 audit was PMM’‘s first audit of NSMC. PMM’s 
work papers contain evidence that the audit was the begin- 
ning of adequate record keeping for the fixed fee programs. 


9/ In this respect, the workpapers themselves were the 
principal records from which the financial statements were 
prepared. In light of the fact that the auditors did not con- 
sider NSMC to have a reliable system of recordkeeping, nor 
an adequate system of internal control, and that NSMC had 
no substantial prior experience with fixed fee commitments, 
the extent of the auditors’ reliance on information supplied 
by NSMC, we believe, was improper. For example, they ac- 
cepted the percentages supplied by NSMC’s account execu- 
tives of the amount of work that had ostensibly been com- 
pleted on any particular commitment, even though, to their 
knowledge, NSMC had no written instructions concerning 
how this was to be computed. 10/ As noted earlier, al- 
though the auditors claimed to have examined the account 
executive's files to verify and test the percentage of comple- 
tion figures utilized, such examination was not documented 
in the audit workpapers. 


Moreover, the auditors did not obtain written confirmation 
from any of NSMC’s clients. Company officers informed 
them that its clients, not having been asked to formalize in 
writing their acceptance of NSMC’s programs in the first 
instance, did not expect to be called upon to do so at a 
later date and might well back off from doing business 

with NSMC if asked to do so. As a result, PMM did not 
send written confirmations. The auditors concluded that 
the existence of these commitments could be determined 
by telephone confirmation of a representative selection of 
the oral commitments and review of such written commit- 
ments as existed. 11/ A number of the telephone calls were 
placed by NSMC’s account executives and the auditors did 
not ins'st on proper audit controls for these oral confirma- 
tions. Although there may be very limited situations where 
telephonic confirmations can properly be utilized as an au- 
diting technique, provided adequate controls are maintained, 
12/ in our view such a procedure was inappropriate for 
NSMC. 13/ 


NSMC’s Proxy Statement 


During the period from November 1968 to May 1969, 
NSMC acquired additional companies primarily through the 
issuance of its common shares. In the Spring of 1969, PMM 
was engaged to assist the company in consolidating unaudit- 
ed figures as at February 28, 1969 to be used in a proxy 
statement to obtain authorization from its shareholders 

for the issuance of additional shares needed for its acqui- 
sition program. 


Retroactive Adjustments. At about this time, the auditors 
were informed that an account executive of the company 
had been terminated for alleged unethical conduct and that 
a subsequent review of the accounts which this individual 
supervised disclosed that four particular client commitments 
for fixed fee programs which he had earlier reported had 
never in fact existed. These commitments involved gross 
sales of approximately $750,000 which amounted to ap- 
proximately 43% of the fixed fee sales reported in the com- 
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pany’s previously issued financial statements for the fiscal 
year ended August 31, 1968. Costs of some $540,000 had 
been accrued on these commitments, resulting in a net re- 
duction on the company’s income before taxes for the prior 
period of some $210,000. The auditors suggested that this 
income should be written off retroactive to August 31, 1968, 
and the company adopted this procedure. 


About the same time that this retroactive write-off was be- 
ing discussed with the company, PMM’s tax department, 
which had been engaged in the preparation of the com- 
pany’s tax return, indicated that they believed that the 
provision for deferred taxes which appeared in NSMC’s 
1968 financial statements appeared to be in error as a re- 
sult of certain net operating loss carry-forwards which 
the company was reporting on its tax returns. After being 
apprised of this, members of PMM’s audit staff eliminated 
a portion of the 1968 provision for deferred taxes in the 
amount of approximately $190,000, and a retroactive ad- 
justment to this effect was made on the company’s books 
as of August 31, 1968. 14/ 


Work on the proposed proxy statement was suspenaed to 
facilitate shareholder approval of several additional mer- 
gers that were then contemplated. When preparation of 
the proxy statement was renewed, PMM personnel consid- 
ered the question of whether the retroactive adjustments 
to the 1S68 audited statements should be disclosed ina 
footnote to the consolidated statement of earnings set 
forth in the proxy statement which was to reconcile the 
Originally reported net sales and net earnings with the re- 
stated amounts resulting from pooled companies reflect- 
ed retroactively. 


The auditors took the position that the write-off of the 
previously erroneously reported client commitments and 
the extraordinary item which was a correction of the tax 
provision error, both retroactively applied to 1968, approxi- 
mately cancelled each other out in their effect upon pre- 
viously reported 1968 net income. The difference, amount- 
ing to approximately $21,000, was an amount deemed by 
the auditors to be immaterial. They felt that the size and 
character of NSMC had changed substantially through ac- 
quisitions since PMM’s report on the previous year’s audit- 
ed statements had been released. While the August 1968 
financial statements originally reported sales of $4.9 
million and net income of $388,000, the proxy statement 
reflected sales for that year of $11.5 million and net in- 
come of $773,000, after giving effect to pooled companies 
reflected retroactively; as well as the retroactive contract 
and tax adjustments. 


It is the Commission’s view that what the auditors did had 
the effect of improperly netting extraordinary and ordin- 
ary items of income and that in any event, disclosure of 
both of these adjustments was required by paragraph 26 
of Opinion No. 9 of the Accounting Principles Board. 
None of these adjustments, moreover, were dislcosed any- 
where in the proxy statement filed with the Commission 
and disseminated to stockholders; rather, they were im- 
properly subtracted from the amounts shown for sales 
and earnings of pooled companies acquired by NSMC 
after August 31, 1968 in the reconciliation footnote. 


About the same time that they were informed of the four 
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alleged nonexistent client commitments, the auditors were 
also informed that the company was writing off against the 
current year’s operating income certain other fixed fee pro- 
grams which had been included in the 1968 statements but 
were not being implemented for various reasons. Despite 
this adverse experience, the auditors took no steps to re- 
examine or otherwise take a fresh look at its 1968 audit 

or the procedures and principles utilized therein with re- 
spect to fixed fee programs, even though NSMC was utiliz- 
ing the 1968 audited statements, which were being repre- 
sented by NSMC to be true and correct, to acquire other 
companies. 15/ 


The Commission believes that these judgments were erron- 
eous. The auditors were aware that the company was ex- 
periencing current difficulty with the implementation and 
realization of income from the fixed fee programs. Pay- 
ments were not being received from these commitments 
in the ordinary course. Several of the commitments for 
which income was attributed in fiscal 1968 were being 
written off currently and the ultimate collectibility of 

a substantial number of other 1968 programs still on the 
company’s books was, at this time, subject to serious 
question. 


It is the Commission’s view that disclosure of these very 
substantial write-offs was essential under the circum- 
stances. The write-offs affected what was represented 
by NSMC to be its basic and unique line of business. 
The write-offs exposed the weakness of that part of the 
company’s operations which was at the heart of its en- 
tire acquisition program. 


The Nine Month Statements 


The unaudited nine-month earnings statement included in 
the proxy statement was compiled by NSMC with PMM’s 
assistance, using the same percentage of completion ac- 
counting theory as in the 1968 figures. However, by the 
time the proxy statement was issued, PMM knew not only 
that a material amount of the 1968 commitments never 
existed, but that throughout fiscal 1969 the company was 
writing off in current periods other commitments that had 
been recorded in the 1968 figures that were not imple- 
mented for one reason or another. 


In compiling the nine-month financial statements for the 
period which ended May 31, 1969, in at least one instance 
the Firm refused to permit the inclusion of income from 
commitments where there was no evidence of a writing 
signed by the client. PMM determined to eliminate from 
the nine-month earnings statement a purported commit- 
ment from the Pontiac Division of General Motors Corpor- 
ation in an amount of over $1 million because PMM was 
not satisfied with the written evidence supporting such 
commitment. However, NSMC substituted a commitment 
in a lesser amount from Eastern Airlines. This letter from 
the client supporting this commitment was produced in 
August 1969 at the printers by an NSMC official for the 
first time while preparation of the proxy statement was in 
process. 


The appearance of this commitment letter followed what 
had been, in our view, a suspicious pattern of post-period 
discovery of income items by NSMC management. In Octo- 


ber 1968, as noted above, following a trial balance which 
showed a loss, $1.7 million of client commitments was 
disclosed to PMM for inclusion in the revenues for the 
period ending August 31, 1968. Although a substantial 
portion of these commitments was written off the com- 
pany’s books during the six-month period ending February 
28, 1969, these write-offs were replaced with the so-called 
Pontiac commitment in the amount of $1.2 million, which 
represented another material addition to NSMC earnings 
two months after the fiscal period had ended. Yet, despite 
this experience, PMM did not object to the recording of 
the Eastern commitment. While the Commission recog- 
nizes that PMM was engaged in a proxy review rather than 
an audit of these nine-month financial statements, nonethe- 
less, we believe that under all the circumstances then 
known to PMM, the auditors should not have concurred 

in the decision to recognize income arising out of this 
commitment and should not have continued to be asso- 
ciated with the financial statements. 


At the time the proxy statement was filed, NSMC and 
the auditors knew that of the $3,347,775 of unbilled 
accounts receivable recorded in the 18-month period 
ended February 28, 1969, some $2,055,523 (61%) had 
been written off, 16/ an additional $310,972 (9%) was 
uncollectible or was to be written off and some $123,006 
(4%) was inactive and the balance, some $858,274 (26%) 
had been billed or billed in part. None of these write-offs 
was separately disclosed. Despite the fact that the com- 
pany had ostensibly changed its procedures for booking 
these commitments and that the size and character of 
the company had changed through acquisitions, fixed 
fee commitments still accounted for a significant portion 
of the company’s business. Although this method of ac- 
counting had proven to be completely unreliable, reven- 
ues continued to be accrued in much the same fashion 
through August 31, 1969. 


PMM’s Comfort Letter 


The approval of the shareholders was solicited on the 

basis of NSMC’s August 31, 1968 and May 31, 1969 finan- 
cial statements. The proxy statement was filed with the 
Commission on September 30, 1969 and mailed to NSMC’s 
shareholders. Among the matters noticed therein for action 
at a special shareholders meeting to be held on October 8, 
1969 was the approval of a merger of NSMC with Inter- 
state National Corporation (“Interstate’’), a publicly own- 
ed company. 


Substantially the same proxy statement was also mailed to 
Interstate’s shareholders. The shareholders of both com- 
panies voted to approve the merger. Under the terms of 
the merger agreement, which was annexed to the proxy 
statement PMM was to deliver at the time of the closing, 
and before consummation of the merger, what is common- 
ly called a “comfort letter,”’ stating that: 


**..on the basis of a limited review, but not an audit, 
of the latest available unaudited interim financial 
statements of NSMC and its subsidiaries, consulta- 
tions with responsible officers of NSMC and other 
specified procedures and inquiries (including all such 
procedures as they consider necessary under the cir- 
cumstances in connection with such limited review), 
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they have no reason to believe that the unaudited 
interim financial statements of NSMC as of May 31, 
1969, and for the nine months then ended, were 
not prepared in accordance with accounting prin- 
ciples and practices consistent with those followed 
in the preparation of the August 31, 1968 audited 
financial statements or that any material adjust- 
ments of such unaudited interim financial state- 
ments are required for a fair presentation of the 
results of operations of NSMC and its subsidiaries 
or that during the period from May 31, 1969 to a 
specified date not more than five business days 
prior to the Effective Date there has been any ma- 
terial adverse change in the financial position or 
results of operations of NSMC and its subsidiaries 
taken as a whole”. 


The closing date for the Interstate merger was scheduled for 
October 31, 1969. At this time, PMM’s Washington office 
was in the midst of its audit engagement for the fiscal year 
ended August 31, 1969. In the course of this examination, 
the auditors determined that significant adjustments had 

to be made to NSMC’s financial statements. Certain of 
these adjustments were determined to be applicable to the 
May 31, 1969 nine-month financial statements--a subject 
of the required comfort letter. The effect of the adjust- 
ments PMM considered applicable to the nine-month 
statements was to reduce net income as set forth in the 
proxy statement for the unaudited nine-month period from 
a $700,000 profit to a net loss of about $80,000. 


In light of the fact that PMM would not be able to give the 
“comfort” required by the merger agreement, the Firm’s 
Department of Professional Practice in New York City was 
consulted on October 31, 1969, the day of the closing. An 
unsigned draft of PMM’s letter setting forth the adjustments 
considered by them to be necessary was provided to the 
New York office of NSMC’s outside legal counsel, where 
the closing was to take place. Sometime on the afternoon 
of October 31, before the merger was consummated, PMM 
informed NSMC and its outside counsel! by telephone that 
an additional paragraph would be added to the letter which 
would state that if certain necessary adjustments had been 
made at May 31, 1969, the unaudited consolidated state- 
ment of earnings for the period would have shown a net 
loss for the consolidated operations of the company and 
that the company as it existed on May 31, 1969 was ex- 
pected to “break even” for the fiscal year. 


At this time, PMM (which was consulting its own counsel 
as to what steps it should take) understood that the draft 
of its comfort letter, which it represented to be still incom- 
plete, was being reviewed by representatives of both !nter- 
state and NSMC and their respective outside legal counsel 
and that all parties would await the delivery of a signed, 
final copy of the comfort letter before consummating the 
merger. 


Later the same afternoon PMM called NSMC’s outside 
counsel to state that the firm was issuing a final! version 
of the letter to which had been added a further paragraph 
expressing PMM’s belief that the companies should con- 
sider submitting corrected financial information to the 
shareholders before proceeding with the merger. At this 
time, contracry to its prior understanding, PMM was in- 
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formed that the merger had been consummated without 
awaiting the final text of PMM'’s letter. 17/ PMM deliver- 
ed a signed copy of the final version to the office of NSMC’s 
outside counsel before the close of business on October 31, 
1969. On the next business day, November 3, 1969, PMM 
mailed copies of its final signed letter to each member of 
the boards of directors of NSMC and Interstate (some of 
whom in both instances were outside directors) and NSMC’s 
outside counsel which had represented NSMC at the closing 
and to the law firm representing !nterstate at the closing. 


PMM took no further action, believing that it had satisfied 
its professional obligations by manifesting its concern to 
management of NSMC and to the directors and attorneys 
of both companies, and having been advised by its own 
counsel that further disclosure might violate state laws 
and the AiCPA Code of Professional Ethics relating to 
auditor-client confidentiality. 


We recognize that the action taken by PMM was consider- 
able, especially in the face of what appeared to the Firm 

to be countervailing positions taken by two prominent law 
firms. PMM’s letter communication to both boards of direc- 
tors was appropriate and put them in a position to take 
necessary action. Nonetheless, we believe that independent 
auditors in such circumstances should insist on revised fi- 
nancial statements being sent to shareholders when they 
are professionaliy associated with such statements, whether 
audited or unaudited. Further, while we believe that primary 
responsibility rests with management and directors of pub- 
lic companies, where they refuse to resclicit shareholders, 
under these circumstances, we believe that independent 
public accountants have an obligation to notify the Com- 
mission. We believe that such action is protected by the 
policies underlying the federal securities laws against any 
complaint that state statutory or ethical confidentiality 
provisions had been violated. 


1969 Financial Statements 


On or about December 1, 1969, NSMC mailed to its share- 
holders and others, and filed with the Commission, its an- 
nual report containing audited consolidated financial state- 
ments for the fiscal years ended August 31, 1968 and 1969. 
Although the auditing procedures followed by PMM with 
respect to the 1969 statements represented a change from 
1968 in that the fixed fee programs were confirmed in 
writing with NSMC’s clients, accounting for the fixed fee 
programs continued to be on the same percentage of com- 
pletion basis which the Commission, for the reasons stated 
above, concluded was inappropriate. 


In addition, NSMC’s 1969 financial statements reflected 
extraordinary gains in the amount of $370,000 from the 
sale of two subsidiaries. The transaction was described in 
Note 3 to the company’s financial statements for the fiscal 
year ended August 31, 1969 as follows: 


“Subsequent to August 31, 1969, closings were held 
with respect to the sale of all of the stock of Collegi- 
ate Advertising, Ltd. and Compujob, Inc., wholly- 
owned subsidiaries. The subsidiaries were sold to em- 
ployees of the respective companies. As to Collegiate, 
the consideration received was $220,000 represented 
by five-year 8% personal notes, secured by 3,200 
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shares of the company’s common stock, and as to 
Compujob, the consideration was $225,000, repre- 
sented by one-year 5% personal notes secured by 
4,500 shares of the company’s stock. The employ- 
ees who purchased Compujob had originally sold 
it to the company. In the opinion of counsel in 
both transactions negotiations and agreements of 
sale were in effect consummated prior to August 
31, 1969, and title to the stock and all of the risks 
and benefits of ownership thereof passed to the 
purchasers on August 29, 1969.” 


The auditors were first informed of these transactions dur- 
ing their examination, well after the close of the fiscal 

year. Although PMM knew the closings of these transactions 
did not take place until November of 1969, it was represent- 
ed to them that the basic terms had been agreed prior to 
August 31, 1969. PMM was further aware that the parties 
were considering several different methods of structuring 

the transactions and, indeed, had been shown several differ- 
ent forms of agreement with respect to the sales prior to 

the November closing. In the auditors’ view, the structure of 
the transaction was more a purchaser’s problem and the 
auditors’ concern was to assure them that risks and bene- 

fits of ownerskip passed from NSMC to the purchasers prior 
to the end of the fiscal period in which the transaction was 
to be recorded. Accordingly, the auditors sought and re- 
ceived legal opinions on the issue of passage of title from 

the attorneys for the purchasers who, it was expected, 

would have had first hand knowledge of the relevant 

facts as participants in the negotiations. In addition, PMM 
sought and received confirmatory opinions from NSMC’s 
outside legal counsel which stated that the effect upon 
NSMC and the purchasers of the two subsidiaries was “‘as 

if’ ownership of the shares of the companies had been trans- 
ferred thereunder prior to August 31, 1969. 18/ 


PMM was aware that each of these subsidiaries was operating 
at a substantial loss and that the purchasers were employees 
of NSMC. In order to alleviate their concern as to why the 
purchasers wanted to acquire what were in effect losing 
companies, they sought and received written representations 
from the three principal officers of NSMC confirming that 
there were no indemnification or repurchase commitments 
given to the purchasers. 


We believe that the auditors placed far too great a reliance 
on the opinions of counsel and the representations of man- 
agement with respect to these transactions. Although the 
auditors were misled, such deception does not relieve the 
auditors of their professional obligation to conduct their 
examination in accordance with generally accepted audit- 
ing standards (““GAAS"). As we said in a similar situation in 
Accounting Series Release No. 153, it appears that the audi- 
tors 


“..failed to fully appraise the significance of informa- 
tion known to [them] and to extend sufficiently 
[their] auditing procedures under conditions which 
called for great professional skepticism.” 


We believe the “sales” of these subisidaries were, in fact, 
sham transactions. 19/ We believe that if PMM had suf- 
ficiently extended its audit procedures it would have dis- 
covered that (1) in neither case had negotiations commen- 





ced until after the close of NSMC’s fiscal year; 20/ (2) in 
the case of one subsidiary, NSMC had, by various side agree- 
ments, agreed to assume a// risks of ownership after “sale” 
and, with respect to the other subsidiary, NSMC had agreed 
to make various cash contributions and to guarantee a sub- 
stantial bank line of credit after sale; and (3) in both cases 
the collateral to secure the notes had been given to the 
purchasers by officers of NSMC. 21/ 


TALLEY INDUSTRIES, INC. 


This case arises out of a merger in May 1970 of Talley In- 
dustries, Inc. (“Talley”), a Mesa, Arizona based company 
engaged in the manufacture and distribution of various 
products, including products designed for the U. S. Armed 
Forces, with General Time Corporation (“General Time”’). 
In connection with such merger, Talley’s financial state- 
ments for the year ended March 31, 1969 (audited) and 
for the nine months ended December 31, 1969 (unaudited) 
were included in a joint proxy statement mailed on or 
about April 16, 1970 to shareholders of Talley and Gener- 
al Time. PMM had examined and issued a qualified report 
on the 1969 statements and consented to the inclusion of 
its report in the proxy statement. Immediately prior to the 
merger, PMM also had issued a comfort letter dated May 
10, 1970 with respect to Talley’s unaudited financial 
statements for the nine months ended December 31, 1969 
which were contained in the proxy statement. Information 
obtained by the Commission in a non-public investigation 
indicates that the foregoing financial statements and com- 
fort letter were materially false and misleading. In addition, 
we believe PMM’s examination did not meet professional 
standards. 


Talley’s financial statements were computed on the basis 
of: (a) Talley’s projections of amounts of sales and expec- 
tation of new defense contracts in future periods for signifi- 
cant portions of Talley’s business at its Mesa, Arizona oper- 
ations, and (b) Talley’s estimates of future production cost 
savings. In fact, Talley had no reasonable basis for expect- 
ing receipt of new contracts for production of its products 
in the amounts it projected or for future production cost 
savings in the amounts it estimated. 


In view of the foregoing, we believe that both Talley’s 
March 31, 1969 and Talley’s December 31, 1969 financial 
statements improperly reflect inclusion in inventory of sub- 
stantial costs in excess of those attributable to goods on 
hand at those dates (“excess costs’). The aggregate of ex- 
cess costs amounted to $8.9 million at March 31, 1969 and 
substantially more at December 31, 1969. These excess 
costs (including those accumulated in 1969) were written 
off as of March 31, 1970 at the insistence of PMM. 22/ To 
the extent that such excess costs were improperly included 
in inventory, cost of sales was understated and net income 
was Overstated. The write-off of excess costs at the end of 
fiscal year 1970 was approximately $19 million before an- 
ticipated tax effect. In our view, under the circumstances 
present in this case, Talley should have reflected excess in- 
ventory costs in its profit and loss statements as incurred; 
the result of not having done so was to overstate Talley’s 
earnings for the year ended March 31,1969. If all of the 
excess costs had been written off as incurred, Talley’s 
earnings for the year ended March 31, 1969 would have 
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been $.74 per common share, compared to the reported 
figure of $1.71 per common share. 


Talley’s Accounting System 


In 1969 Talley accounted for its cost of sales on a program 
basis (“program method”) for fixed price U. S. Govern- 
ment contracts at its Mesa, Arizona operations. Similar 
products were grouped into a program. At fiscal year end 
(March 31, 1969) a gross profit ratio based on estimates 
was established and was used in the following manner: 
actual sales for the fiscal year were added to projected 
sales for the following year as determined by known 
backlog and projection by Talley’s management of anti- 
cipated contracts and actual costs for the year’s produc- 
tion were added to costs estimated by Talley’s manage- 
ment to complete the sales projected for the following 
year. A gross profit ratio based on total estimated sales 
over total estimated costs was established and applied 

to the dollar amount of actual sales made in the audit 

year to determine the cost of sales for the year. Any costs 
incurred in the audit year in excess of the amount recog- 
nized as cost of sales in that year by this computation were 
carried forward as part of inventory. The gross profit ratio 
so determined, adjusted for actual manufacturing overhead, 
was used by Talley throughout the following fiscal year to 
compute cost of sales for unaudited interim periods. 


In the financial statements examined by PMM for the 

fiscal year ended March 31, 1969, Talley had projected 
total sales for the year ending March 31, 1970 amount- 

ing to approximately $100 million, of which only approxi- 
mately $24 million was backlog. Anticipated sales contracts 
were primarily for programs for pyrotechnics, starter cart- 
ridges, and bomb racks. Such treatment had the effect of 
including in Talley’s Mesa inventory account at least $8.9 
million of costs in excess of the projected total costs of 
contracts on hand as of March 31, 1969. 


Talley’s financial statements for the nine months ended 
December 31, 1969 (unaudited) showed nine months earn- 
ings computed on the same basis of projected sales and esti- 
mated production costs, which resulted in an overstatement 
of inventory and of earnings; however, such financial state- 
ments were based on: 


(1) $100 million of projected sales for the Talley Mesa 
operation for the fiscal year ending March 31, 1970, when 
actual sales of only $18 million had been achieved for the 
nine months ended December 31, 1969, and it was evident 
that the projected sales level of $100 million for the fiscal 
year 1970 would not be achieved; and 


(2) anticipated production cost savings which had not been 
achieved as of December 31, 1969. 


Such projections were made by Talley without adequate sub- 
stantiation and lacked sufficient documentation. 


Talley’s business at its Mesa operation was obtained as a re- 
sult of government contracts awarded for defense products. 
Talley, in making projections of future sales, had to predict: 
(1) total dollar amount of future contracts for a particular 
product to be awarded by the defense agencies; and (2) the 
percentage of the total market for that product that Talley 
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would be successful in capturing. 


As to (1), although information was available concerning 
future contracts to be awarded in the form of Advanced 
Planning Procurement Information (“APP”) bulletins 
from the Armed Forces, and in some trade publications, 
projections were based largely ons ubjective judgments 

by management as to future government purchases. Reli- 
ance was not based solely on government announcements, 
but also on a number of unofficial sources, such as reports 
from Talley’s field representatives, conversations with 
other individuals in government and industry, and in-house 
estimates of the government's future purchasing plans. Com- 
plicating Talley’s problems in making accurate sales projec- 
tions was the fact that not all anticipated defense product 
requirements listed by APPIs or reported in other trade 
sources available to Talley materialized into formal requests 
for proposals or bids. In some instances, reductions by Con- 
gress in appropriations cancelled programs in which Talley 
had projected it would secure contracts. Moreover, delays 
in approval by Congress of the appropriations bills some- 
times seriously undermined the accuracy of some of Talley’s 
projections of future contracts to be awarded. 


As to (2) above, /.e., Talley’s projections of its share of the 
total market for a product, the predictions were even more 
subjective than the judgments made in (1), because no offi- 
cial information was available as to an accurate determina- 
tion of those manufacturers who would win bids. As to 
certain of these projections, Talley had to estimate, among 
uther things, whether it would be the low bidder. As to cer- 
tain others, Talley’s judgment was based upon its belief that 
government had desired and/or would desire to have more 
than one source of supply. 


Talley’s production cost estimates of material, labor and 
overhead for the fiscal year 1970, used in computing Talley’s 
cost of sales for its fiscal year ended March 31, 1969, were 
also made without adequate substantiation and lacked suf- 
ficient documentation. While the program method of ac- 
counting is acceptable in circumstances where contracts for 
future sales exist, or where the likelihood of future con- 
tracts may be documented with a substantial degree of 
assurance based on past experience or other factors, we do 
not believe that either of these conditions existed in this 
case. 23/ 


In view of what PMM realized was the crucial importance 
of the reliability and accuracy of Talley’s projections of 
sales and estimates of production costs to a fair presentation 
of Talley’s financial statements as a whole for the fiscal year 
ended March 31, 1969, we believe that the auditors relied 
too heavily upon the representations, projections and esti- 
mates made by Talley’s management, and did not require 
sufficient documentation and evidential matter to enable 
them to review adequately the sales projections and cost 
estimates for reasonableness. 


Accounting Controls and Use of Program Cost Method 


A physical inventory of goods-on-hand and work-in-process 
was taken only once a year, at fiscal year-end, at Talley’s 
Mesa operations, despite PMM’s recommendation in 1968 
to take inventory on a more frequent basis for selected pro- 
grams. 
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programs. The estimates are based on actual contracts 
on hand and future contracts expected by management 
to be obtained. The resultant value of inventories on 
this basis at March 31, 1969 is approximately $8,900,- 
000 in excess of the prorated cost of actual contracts 
on hand and such excess is believed to be larger at De- 


Talley or recommended by the auditors to adjust the cost 

of sales figures for interim periods on the basis of variances 

of actual sales and cost experience from the projections and 
estimates. Moreover, while information was available through- 
out the year on both actual sales and actual costs, their vari- 


¢ No procedures or accounting steps were established by 








ance from projections and estimates was not computed as 
such by Talley and, in fact, Talley’s management made no 
review of their impact on the validity of Talley’s interim 
cost of sales figures. 


The program cost method could be accepted for certain 
products with extended production cycles and large start- 
up costs and where there is a reasonable basis to expect 
the receipt of future or follow-on contracts. However, 
even assuming the predictability of such contracts, the 
use of estimates inherent in this system requires strong 
accounting controls with constant monitoring and the 
recording of variances between estimates and actual ex- 
perience. However, Talley’s cost system lacked the sophis- 
tication to monitor variances with respect to interim fi- 
nancial statements or, in any event, was not utilized by 
Talley to do so. Also, there was no documented evidence 
to substantiate the large amounts of start-up costs (such 
as research and development costs and tooling costs) ex- 
pended by Talley to develop a major portion of its prod- 
ucts. 


In light of these facts, Talley should not have employed 
the program cost method for a major part of their pro- 
grams such as starters and pyrotechnics. Of the $19 
million in excess costs at March 31, 1970, $10.5 million 
was in the pyrotechnic program, $1.9 million in the 
starter program and $3.3 million in the bomb rack pro- 
gram. 


Moreover, prior to April 16, 1970 when Talley mailed 

its proxy statement, it was known that Talley’s actual 

sales for its Mesa operation for the nine months ended 
December 31, 1969 were only $18 million and it was 

then evident that the projected sales level of $100 million 
for the year ending March 31, 1970 would not be realized. 
Accordingly, even assuming, arguendo, that Talley had 
been justified in embarking on use of the program cost 
method, by the date of the proxy statement it should have 
become quite obvious to Talley that the projections util- 
ized in the computation of current earnings had proved 

sO inaccurate and unreliable that continued inclusion of 
excess costs in inventory was clearly improper. 


The Role of PMM 


PMM’s report on Talley’s financial statements for the year 
ended March 31, 1969 contained in the proxy statement is 
qualified as subject to the company’s ability to obtain 
sufficient future contracts as referred to in Note 3. The 
relevant section of Note 3 states: 


“The Company bases its calculation of inventories 
and of cost of sales applicable to fixed price United 
States Government contracts on the costs (including 
administrative overhead) incurred and estimated to 
be incurred on the relative production programs. 
For the purpose of computing sales, these costs are 
prorated over the estimated total revenues for such 


cember 31, 1969 but management expects sufficient 
future contracts to be received to recover such ex- 
cess.”” 


Although the auditors’ report on Talley’s financial state- 
ments for the year ended March 31, 1969 included a “sub- 
ject to” qualification with respect to Talley’s ability to 
obtain future contracts, the notes to Talley’s financial 
statements did not disclose: 


(1) The dollar amount of future contracts ($100 million) 
which Talley’s management was estimating would be ob- 
tained; and 


(2) That recovery of the excess costs was also dependent 
upon Talley’s realization of its projections of material 
amounts of savings in production costs. Thus, the report 
did not have a qualification that Talley’s ability to re- 
cover the excess costs was subject to its ability to perform 
contracts in a profitable manner. 


While it was clear from Note 3 that the excess costs arose 
because Talley’s costs to date exceeded costs allocated to 
goods completed, in our view the footnote lacked suffi- 
cient facts to permit an informed assessment of Talley’s 
ability to recover the excess cost balance. Of great signifi- 
cance in this respect was the absence of disclosure of the 
amount of contracts its management was projecting for 
the Mesa operations, which projection for 1970 was $100 
million or approximately four times Talley’s previous 
year’s actual sales, and which projection was used in com- 
puting Talley’s 1969 earnings. 


In August of 1969, PMM’s senior on the Talley audit noted 
weaknesses regarding the accounting system utilized by 
Talley, stating in a draft letter to Talley management: 


“Our examination revealed that the estimated items 
used in the prior years’ cost of sales computations 
were very inaccurate when they were compared to 

the actual results of operations for the current period. 
This inaccurate estimating is one of the reasons for the 
large discrepancy between book and physical inventory 
that presently exists. By overestimating future sales 
and underestimating future costs, prior years’ sales 
have not been charged with their proper share of ac- 
cumulated costs, causing a substantial amount of 

costs which are not supported by physical inventor- 
ies, to be carried forward from year to year.” 


The draft letter further stated: 


**_..Whenever possible, the use of estimates should be 
avoided. Such items as next year’s overhead rate, 
future savings to be obtained from increased efficien- 
cy or improved procedures, or future selling prices and 
product mix should not have to be considered when 
determining the current year’s costs of sales, since 
many of these items are not subject to reasonable es- 
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timation and tend to become guestimates which which financial statements had been included in the April 
permit inaccurate and inconsistent financial re- 16, 1970 proxy statements furnished to shareholders of 
porting.” Talley and of General Time. 


The PMM manager on the engagement (the senior’s immedi- Prior to issuing the comfort letter for the information of 
ate supervisor) has testified that he discussed thé projections the Board of Directors of General Time Corporation, PMM 
with Talley officials and reviewed certain docuinentation from had had discussions with Talley management in which PMM 


which he concluded that the projections were reasonable. inquired as to the status of the excess costs in inventory. 
However, it does not appear that such discussions were held The auditors were informed that, in the absence of a physi- 
with the Talley official who was responsible for the sales cal inventory as at December 31, 1969, Talley was not able 


projections. Moreover, the manager did not document, ashe to determine with accuracy the amount of the excess costs 
should have, in PMM’s workpapers in the Talley audit either as of December 31, 1969. However, Talley’s management 
such discussions or the scope of his review of the sales pro- estimated that the excess costs existing at March 31, 1969 
jections. The engagement partner disagreed with the senior had been substantially reduced and would be reduced to 
on the audit with the result that the above draft letter (the an immaterial amount by March 31, 1971. Talley’s manage- 
substance of which was or should have been already known ment further informed PMM it estimated that as a result of 


by Talley in any event) was not sent. The workpapers do additional programs instituted after March 31, 1969, the 
not reflect this disagreement or the manner in which it was aggregate amount of excess costs at December 31, 1969 
resolved. and March 31, 1970 was somewhat greater than at March 
31, 1969 but no more than $12 million in total (including 
PMM’s Comfort Letter the remainder of the excess costs existing at March 31, 


1969). These representations by Talley’s management 
On May 10, 1970, four days before the shareholders’ meet- __ were added to a letter which PMM was writing to the Com- 


ings of Talley and of General Time, PMM issued a “cold mission. PMM had not verified such information nor did it 
comfort” letter to the directors of Talley which stated, in represent that it had done so. In fact the estimates were 
part: unrelaible and Talley’s representations were incorrect. 
We believe that such use of PMM’‘s name was inappropri- 
**...nothing has come to our attention which caused ate in these circumstances. 
up to believe that...the aforementioned unaudited 
financial statements [for the nine months ended On May 14, 1970 Talley’s acquisition of General Time was 
December 31, 1969] would require any material effected. In early June 1970, subsequent to the merger, 
adjustments for a fair and reasonable presentation PMM discovered during its audit of Talley’s 1970 fiscal 
of the information shown.” 24/ year-end financial statements that the excess costs at 
March 31, 1970 were in fact approximately $16.5 million 
However, by the time the comfort letter was written, the (an increase of approximately $7.6 million from the pre- 
auditors already knew the actual amount of sales ($24 mil- vious year). Moreover, most of these costs did not appear 
lion) for Talley’s Mesa operations for the entire fiscal year. to PMM to relate to new programs instituted since March 
A PMM workpaper dated April 29, 1970 prepared in con- 31, 1969 contrary to the representations previously made 
nection with its then annual examination of Talley’s finan- by Talley. In mid-June 1970, PMM informed Talley that 
cial statements for Talley’s March 31, 1970 fiscal year had it would be necessary to write off the $19 million of ex- 
scheduled both the $100 million projected sales and the cess costs (discussed at page 308, supra) that had been 


$24.7 million actual sales for the Mesa operations. The audi- accumulated in inventory. 
tors knew the importance of Talley’s projections in Talley’s 


cost of sales calculations for both fiscal year 1969 state- Conclusion 

ments and the 1970 interim statements. 25/ Knowing as it 

did by May 10, 1970 that actual sales had fallen far short In our view, the auditors’ uncritical reliance on Talley 
of projected sales, the auditors should have insisted on management's unverified and undocumented representa- 
amendment of the proxy materials, and, ata minimum, the __ tions as to future sales and costs was inappropriate be- 
comfort letter should have disclosed: cause they related to such a mterial portion of its earn- 


ings for fiscal 1969. 
(1) that the actual sales for Talley’s Mesa operations for the 
fiscal year ended March 31, 1970 were only $24.7 million; While an opinion qualified as being subject to the outcome 
of a particular uncertainty is designed to communicate that 
(2) that computation of Talley’s earnings for the nine months uncertainty to readers of the report, it does not absolve the 
ended December 31, 1969 (unaudited) had been based ona independent accountant of the responsibility for perform- 
$100 million projection of sales for the Mesa operations, ing adequate audit tests and obtaining documentation in 
which projection exceeded by a wide margin the actual sales regard to the matter. 
of $24.7 million for the fiscal year ended March 31, 1970; 


and In this particular case, since Talley was using an estimate 
of future sales greater by several orders of magnitude than 
(3) that a write-off of Talley’s accumulated excess costs what the company had ever achieved on such products 


(included in inventory) would or might be necessary, such and an estimate of reduced future costs which was not 
write-off resulting in material downward adjustment of earn- supported by past experience in computing cost of sales 
ings from those shown in Talley’s financial statements for for fiscal 1969, we believe, that absent substantial docu- 
the nine months ended December 31, 1969 (unaudited), mented evidential support for Talley’s sales projections 
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and cost estimates, the auditors should not have accept- 
ed Talley’s projections and estimates as a basis for even 
a qualified opinion. 


Furthermore, since at a date six weeks after the close 

of the following fiscal year, the auditors’ workpapers in 
the then ongoing examination of Tailey’s financial state- 
ments for its March 31, 1970 fiscal year showed that 
Talley had achieved less than 25% of the $100 million 
of sales which Talley had estimated would be achieved 
during that year and which Talley had used as a crucial 
element in estimating gross profit for 1969 and the 

first nine months of fiscal 1970, we believe that the 
auditors should not have issued a comfort letter in 
which they said that nothing had come to their atten- 
tion which would cause them to believe that the finan- 
cial statements would require any material adjustments. 


We believe that in both the 1969 audit and the issuance 
of the comfort letter, PMM’s professional performance in 
connection with the Talley engagement was deficient in 
terms of the standards of the accounting profession. 


REPUBLIC NATIONAL LIFE INSURANCE COMPANY 


PMM rendered unqualified audit reports on financial 
statements of Republic National Life Insurance Co. 
(“Republic’’) for the years 1970, 1971 and 1972. For 
the reasons set forth herein, the Commission believes 
that said statements were materially false and mislead- 
ing in that they misrepresented the income and finan- 
cial condition of Republic and failed to adequately dis- 
close the nature and extent of transactions between Re- 
public and Realty Equities Corporation of New York 
(“Realty”) and Reaity-related entities 26/ during this 
period. Moreover, it is the Commission’s view that PMM 
failed to apply auditing standards and procedures appro- 
priate under circumstances which should have caused 
them to exercise a great degree of caution, particularly 
since during the time in question Realty was experien- 
cing severe financial difficulties and the prior auditors 
already had identified some of the problems. 


On May 10, 1971, PMM was engaged by Republic, a Texas 
life insurance company which then had about $10 billion 
of life insurance in force and over $400 million in net as- 
sets, to examine and report upon Republic’s financial 
statements for the calendar years ending December 31, 
1970 and December 31, 1971. Republic’s prior independ- 
ent auditor, Arthur Andersen & Co. (“Andersen”), had 
been terminated in late December 1970 and its 1970 fi- 
nancial statements previously had been issued in Feb- 
ruary 1971 without a report by an independent public 
accountant. They were accompanied by an “Actuarial 
Certification” signed by Neal N. Stanley, the company’s 
actuary. 


PMM rendered an unqualified opinion dated February 
18, 1972, on Republic’s 1970 and 1971 financial state- 
ments. PMM’s report stated that: 


“such financial statements present fairly the 
statutory financial position of Republic Nation- 
al Life Insurance Company at December 31, 





1971 and 1970 and the results of its operations 
and the source and use of funds for the years then 
ended, iri conformity with insurance accounting 
principles prescribed or permitted under statutory 
authority applied on a consistent basis. Insurance 
accounting principles vary in some respects from 
generally accepted accounting principles (see Note 
1 of notes to financial statements).” 


PMM’‘s report on Republic’s 1972 financial statements, 
dated February 6, 1973, was also unqulaified, and con- 
tained the same opinion concerning the statutory fi- 
nancial position of Republic National Life Insurance 
Company. 27/ 


We take issue with PMM’s audits of Republic’s finan- 
cia! statements only with respect to treatment of Re- 
public’s transactions with Realty and Realty-related 
entities in 1970, 1971 and 1972. For reasons stated 
hereafter, we believe that Republic’s financial state- 
ments for 1970, 1971 and 1972 did not present fairly 
the financial position of Republic, the results of its 
operations and the source and use of funds during 
such periods. It should be noted that our views as to 
the issues of adequate disclosure and recognition of 
income in these financial statements of Republic do 
not turn on any distinctions between statutory insur- 
ance accounting practices and generally accepted 
accounting principles. Moreover, we believe PMM 
failed to gather sufficient competent evidential matter 
to determine the adequacy of the reserve for possible 
losses On mortgage loans and real estate for the years 
1970, 1971 and 1972. 


Republic’s Realty-Related Investments 


Beginning in January 1968, Republic made a series of 
investments in securities of Realty and First National 
Realty & Construction Corp. (“FNR”), a Realty-re- 
lated entity, and made commitments to place and 
placed mortgages on real properties owned or operated 
by Realty and Realty-related entities. In addition, Real- 
ty and FNR purchased real properties from third parties 
who owned the properties subject to Republic mort- 
gages. Many of the mortgages which Realty and FNR 
thus assumed had a history of late payments or other 
collection difficulties. 


On August 3, 1970, the American Stock Exchange 
suspended trading in Realty’s securities and Realty 
publicly announced an expected loss of $8.7 million 
for its fiscal year ended March 31, 1970. Shortly there- 
after, Alexander Grant & Co., Realty’s then auditors, 
disclaimed an opinion on Realty’s consolidated finan- 
cial statements for the fiscal year ended March 31, 
1970, in part because of uncertainties as to Realty’s 
ability to meet financing requirements with respect 
to substantial amounts of short-term indebtedness. 
Realty’s financial difficulties continued throughout 
the ensuing period covered by the Republic financial 
statements discussed in this opinion. 


As of September 30, 1970, Republic owned or was 
committed to purchase $24.6 million of stock, bonds 
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and notes of Realty, FNR and other Realty-related en- 
tities. In addition, Republic had over $33 million in 
mortgage loans outstanding on real properties owned 
or managed by Realty or Realty-related entities. In view 
of Realty’s financial difficulties, Republic was thus 

faced with a serious question as to its ability to re- 

cover in full its unsecured investment of $24.6 million. 
At this time, Republic apparently attempted to restruc- 
ture its investments in a manner which gave the invest- 
ments the appearance of greater security, by removing 
itself from the position of a substantial unsecured creditor 
of Realty. It thereafter engaged in a series of transactions 
with Realty which resulted in removing all of the bonds, 
notes and stock of Realty and FNR which Republic then 
owned in exchange for notes of four Realty-related en- 
tities which held assets purchased from Realty. These 
notes were subsequently exchanged for mortgage loans 
on real estate properties and real estate itself. In these 
transactions significant additional funds were invested 

by Republic, the great portion of which was returned 

to Republic to pay prior obligations of Realty and 
Realty-related entities to Republic and in the form of 
interest income. 


At December 31, 1971, Republic’s financial statements 
included $9 million of bonds and notes of Realty-re- 
lated entities, mortgage loans outstanding of $56 million 
on properties owned or managed by, or in some other 
way connected with Realty or Realty-related entities 
and $31.5 million in real estate which had come to Re- 
public as a result of Realty-related transactions. 


Republic’s problems with its Realty-related investments 
continued in 1972, and Republic invested significant 
additional funds in transactions with Realty and Realty- 
related entities. Republic’s aggregate Realty and Realty- 
related investments, contrasted to Republic’s total re- 
ported statutory assets, were approximately as follows 
at year end 1970, 1971 and 1972: 





Realty and 

Realty- 
Year related % Total Total Assets 
1970 $ 56 million 20.2 $277 million 
1971 $ 97 million 23.5 $412 million 
1972 $110 million 24.6 $448 million 


This aggregate amount of Republic’s Realty and Realty- 
related investments was not disclosed in Republic’s fi- 
nancial statements for 1970, 1971 and 1972 or in PMM’s 
accountants’ reports thereon. We believe that such infor- 
mation was material to Republic’s financial statements, 
particularly since by September 1970 Realty was exper- 
iencing severe financial difficulties which continued 
throughout the period covered by PMM’s 1971 and 1972 
audits of Republic. 


Nor did the financial statements or notes thereto or 
PMM’s accountants’ reports on such financial statements 
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contain the material information that at least 30% of 
Republic’s reported income in 1970 (31%), 1971 
(42%), and 1972 (30%) resulted from Republic's Real- 
ty-related investments. Moreover, for reasons stated 
hereafter, such income should not have been recog- 
nized at all. 


In our view, PMM’s auditors should have insisted that 
Republic make adequate disclosure concerning such 
matters; failing that, disclosure of such matters should 
have been made in PMM’s accountants’ reports togeth- 
er with appropriately qualified opinions. 


PMM'’s auditors had been aware of the significant 
transactions between Republic and Realty as a result 
of their own audit work. Additionally, prior to issu- 
ance of PMM’s initial report (dated February 18, 
1972) on Republic’s financial statements the auditors 
had reviewed workpapers prepared by Andersen, Re- 
public’s prior auditors, and had reviewed a letter 
dated November 6, 1970, addressed by Andersen to 
Republic’s Board of Directors. The letter noted that 
as of September 30, 1970, Republic’s investments and 
commitments in Realty and FNR totalled about $58 
million, called to Republic’s attention recently avail- 
able information concerning Realty’s financial diffi- 
culties and informed Republic that the ultimate re- 
covery in full of Republic’s investments in Realty 
and FNR as of September 30, 1970 was in doubt. In 
view of the above factors and the likelihood of ma- 
terial effects thereof on Republic’s financial positions 
at December 31, 1970 and the results of Republic's 
operations for the year then ending, the letter set 
forth Andersen’s belief that Republic’s 1970 finan- 
cial statements should include “‘complete and infor- 
mative disclosure” of these matters. Examples of 
such disclosures included: 


“Segregation within the balance sheet of all 
investments in Realty and affiliates.” 


“Information regarding commitments to Realty 
and affiliates together with appropriate descrip- 
tion as to Realty’s current financial condition.” 


‘Information relating to all significent trans- 
actions between Republic and Realty or its 
affiliates..." 


Andersen’s letter also stated: 


“Republic has presently recorded approximately 
$2,000,000 of income from its investments in 
Realty and FNR during the nine months ended 
September 30, 1970. Although substantially all 
of such income has been collected in cash, it 
nevertheless has been offset by larger investments 
in Realty. Since realization of this income is de- 
pendent upon the ultimate recovery of Republic’s 
investments in Realty and FNR, we do not be- 
lieve current recognition of such income is appro- 
priate.”” 


In December 1970 Republic terminated Andersen’s 
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engagement as Republic’s auditors, and Andersen did 
not audit the December 1970 transactions between 
Republic and Realty nor did they report upon Re- 
public’s financial statements for the year ended Decem- 
ber 31, 1970. 


In addition to the reserves discussed herein, Republic’s 
1970 and 1971 financial statements reported upon by 
PMM contained a Statement of Source and Use of Funds, 
not required under statutory life insurance accounting 
practices but insisted upon by the auditors as disclosure 
of investment portfolio difficulties experienced by Re- 
public which in a ““Note”’ at the end of the text thereof, 
stated: 


“During the years ended December 31, 1971 
and 1970 certain investments were exchanged 
for or converted to other investments. The 
details of such transactions (excluded from the 
above statement) are as follows: 


1971 1970 
Bonds exchanged for 
real estate $17,753,000 or 
Bonds exchanged for 
mortgage loans 1,200,000 ~—«----- 
Mortgage loans con- 
verted to real estate 19,302,928 2,350,395” 


The following year, a “Note” to the Statement of Source 
and Use of Funds contained in Republic’s 1972 financial 
statements stated as follows: 


‘During the years ended December 31, 1972 
and 1971 certain investments were exchanged 
for or converted to other investments. The 
details of such transactions (excluded from 
the above statement) are as follows: 


1972 1971 
Bonds exchanged for 
real estate $---- $17,753,000 
Bonds exchanged for 
Mortgage loans == 1,200,000 
Mortgage loans con- 
verted to real estate 8,556,628 19,302,928” 


However, neither Note explained that the “‘certain in- 
vestments” referred to therein were Republic’s Realty- 
related investments or the fact that these investments 
were related to a company experiencing severe finan- 
cial difficulties. 


PMM correctly identified in late 1971 the primary 


problem area in Republic’s financial statements as be- 
ing Republic’s investment portfolio and more particular- 
ly, Republic’s Realty- related investments. 28/ While 
the auditors expanded the scope of their examination in 
an attempt to deal with this area and insisted on estab- 
lishment of a reserve for possible losses on mortgage 
loans and real estate of $7 million at December 31, 1971 
(approximately $5 million of which was attributable to 
Realty-related investments) and $7 million at December 
31, 1972 {all attributable to Realty-related investments), 
it failed to come to grips with the basic auditing ques- 
tions. 29/ PMM made a judgment that establishing the 
$7 million reserve for possible losses on mortgage loans 
and real estate essentially mooted the disclosure ques- 
tion. We believe, however, that judgment was not cor- 
rect in light of the then known circumstances. In our 
view, the above-quoted notes and the establishment of 
the reserves was not an adequate substitute for disclos- 
ing Republic’s relationship with Realty and the transac- 
tions they had engaged in. No specific explanation was 
given that some or all of the reserve was attributable 

in the judgment of the auditors to possible losses on Re- 
public’s Realty-related investments and Realty’s name 
was not even mentioned in the financial statements or 
in PMM’s reports thereon. 


Aithough auditing of Republic’s 1970 and 1971 finan- 
cial statements was accomplished at the same time, 
PMM’‘s examination of Republic’s Realty-related in- 
vestments focused on the investments which Republic 
had on its books at December 31, 1971 as a result of 
the numerous transactions between Republic and 
Realty in 1970 and 1971. Since these remaining invest- 
ments were in great measure mortgage loans and real 
estate, PMM attempted to value the real estate and the 
collateral underlying the loans to determine whether 
Republic had sustained losses as a result of the 1970 
and 1971 transactions. While this examination included 
consultations with Republic’s management and a re- 
view of the appraisals, prepared by Members of the 
American Institute of Real Estate Appraisers, which 
Republic had on the properties in question, neither the 
appraisals nor PMM’s examination sought to ascertain 
the purchase prices paid by Realty to third parties for 
these properties. These properties had been purchased 
by Realty and simultaneously sold or mortgaged to Re- 
public at prices far in excess of what Realty had paid 
for them. Although PMM questioned the basis and 
validity of preparation of some of the appraisals (some 
of which were done on a “highest and best use” basis, 
assuming future development), it did not obtain suffi- 
cient evidence of the current value of the properties 

in question. As one example, in December 1971, Realty 
purchased a large tract of undeveloped land in the 
Adirondack region of New York State for $3,150,000 
and Republic placed a $13,450,000 mortgage on this 
property at the same time. This was the largest mort- 
gage on Republic’s books at both December 31, 1971 
and 1972. Also included in the 1972 financial state- 
ments was a $5 million leasehold mortgage to a Realty- 
related entity. This mortgage was secured by the lease- 
hold interest in an aging industrial complex, the sole 
tenant of which had already given notice that it would 
not renew its lease. Also, the Commission’s investigation 
revealed that this transaction was contrived by Republic 
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and Realty so that the portion of the proceeds in the 
amount of $1.7 million of this loan could be used by 
Realty and Realty-related entities to pay Republic 

the principal and interest payments to become due on 
two previously existing loans which had been granted 
by Republic to Realty-related entities in late 1971. 
PMM’s audit procedures during their 1972 audit did 
not reveal this design or alert them to all of the factors 
surrounding the making of this loan. Although PMM 
did raise questions concerning the source of funds for 
the $1.7 million principal and interest payments on 
the pre-existing loans, it did not learn that the new $5 
million loan by Republic had been used for such pur- 
pose. Included in Republic’s 1971 and 1972 financial 
statements were the results of several similar transac- 
tions. Considering the significant prior transactions be- 
tween Republic and Realty and Realty’s failing finan- 
cial condition, we feel that PMM should have extended 
its audit procedures substantially more than it did in 
this area. 


The result was that despite establishing a reserve of $7 
million for possible losses on mortgage loans and real 
estate, Republic’s Realty-related mortgage loans and 
real estate were substantially overvalued at December 
31, 1971 and December 31, 1972. 30/ 


In this case, PMM was aware, or should have been 
aware, of the significance of these transactions with 
Realty and Realty-related entities. We consider it 

an auditor’s duty to do more than just make a mechan- 
ical examination of the data underlying a particular 
transaction. The responsibility of the auditor also in- 
volves a duty to investigate the totality of the circum- 
stances surrounding material transactions, individually 
and in the aggregate, and to seek out the significant 
information that affects evaluation and decisions. In 
the instant case, PMM should have examined the cir- 
cumstances under which Realty and Realty-related 
entities acquired the properties being mortgaged to 
Republic and should have insisted upon receiving 
appraisals based upon current value. Had PMM con- 
ducted an appropriate audit, it should have discover- 
ed the unusual nature of these transactions and the 
need for more complete disclosure. 


Many of these transactions between Republic and 
Realty and Realty-related entities were less than 

arm’s length and many of the characteristics com- 
monly found in what are usually referred to as “‘re- 
lated party” transactions. It should be recognized 
that related party transactions are not limited to any 
particular type or classification. Rather, they can take 
an infinite number of forms including some of those 
engaged in by Republic and Realty-related entities. 
Auditors must be alert to these types of transactions, 
which frequently are the subject of one form of man- 
agement deception or another. Auditors should be 
especially alert to these possibilities where there exists 
some ongoing relationship, such as existed between Re- 
public and Realty. 


PMM’s Workpapers 
As set forth above, we believe that Republic’s finan- 


314/SEC DOCKET 


cial statements significatnly overstated the value of 

its Realty and Realty-related investments during the 
period covered by PMM’s 1971 and 1972 audits. At 
the same time, Republic’s reserve for possible losses on 
mortgage loans and real estate was significantly under- 
stated. The valuation of the investment portfolio was a 
crucial problem, and we believe that the inadequacies 
of PMM’s 1971 and 1972 audits are reflected by the in- 
sufficient information in the workpapers as to the basis 
of calculations to support the adequacy of the $7 
million reserve for possible losses on mortgage loans 
and real estate as at December 31, 1971 and 1972. 

The complications contained in the workpapers in sup- 
port of the $7 million reserve as of the above dates, in 
our opinion, were not supported by sufficient eviden- 
tial matter that would result in a conclusion that this 
account was fairly stated. 


Income Recognition 


In 1970, 1971 and 1972, Republic recognized substan- 
tial amounts of income which came largely out of the 
funds which Republic was advancing to Realty and 
Reaity-related entities in those years. To the extent 
that PMM was aware that interest on many of Repub- 
lic’s Realty and Realty-related investments would not 
have been paid currently in the absence of such ad- 
vances by Republic, serious quéstions should have been 
raised by PMM as to the propriety of recognizing such 
income on a current basis. PMM’s determination that 
recognition of this income was not improper was based 
upon their attempt to value the Realty-related invest- 
ments that Republic received. The auditors took the 
position that because possible losses on Republic’s ma- 
jor Realty-related investments had been identified and 
provided for by the $7 million reserve and the MSVR, 
that there was no basis for refusing to allow Republic 
to recognize income from such investments. This judg- 
ment, although having some theoretical support, was 
only as good as the valuation of the investments that 
Republic held. In our view of the circumstances in this 
case, the auditors did not sufficiently extend their audit 
procedures beyond their review of the appraisals refer- 
red to above to determine the adequacy of the collateral 
for the Realty-related mortgage loans and, in fact, such 
collateral was substantially overvalued. Accordingly, we 
believe that in these circumstances such income should 
not have been recognized. Where interest is not being 
paid currently, it may be appropriate under some un- 


usual circumstances to recognize interest income current- 


ly on adequately collateralized loans, but such circum- 
stances generally will be very exceptional. 


PMM’s Review Procedures 


In late 1972, PMM instituted a procedure whereby all 
of its reports on audited financial statements issued 
after December 31, 1972 would be reviewed by a sec- 
ond partner prior to issuance, primarily to give addi- 
tional assurance of compliance with PMM policy regard- 
ing the form and content of the report and the accom- 
panying financial statements. Thus, the report dated 
February 6, 1973 with respect to Republic’s 1972 fi- 
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nancial statement was one of the first to be subject to 
this so-called pre-issuance or “‘cold’’ review procedure. 
31/ 


As part of the procedure, the engagement partner was to 
prepare for the reviewer a memorandum regarding the 
potentially critical areas of the audit and an indication 
of the engagement partner's satisfaction with the audit 
in each of those areas. The procedure did not normally 
contemplate a review by the second partner of any of 
the underlying audit workpapers, nor did it place upon 
him any responsibility for the adequacy of the audit or 
the appropriateness of the financial statements and re- 
jated disclosures--such responsibility remained with the 
engagement partner who conducted the audit. 


in his memorandum in early 1973, the engagement part- 
ner for the Republic audit identified, as the ““main prob- 
lem” in the audit, Republic’s investments in Realty- 
related entities. In this connection, he stated: 


“The main problem area from an audit stand- 
point is investments. This company has some 
real problems in mortgage loans, certain bonds 
and real estate owned, most of which arose 
through dealing with Realty Equities Corp. | 
not only reviewed the investment workpapers 
in detail but also reviewed the loan files on new 
loans this year, held lengthy discussions with 
VP-Investments regarding problems and solu- 
tions and personally directed the audit of invest- 
ments.”” 


The memorandum did not mention, nor did the second 
partner making the pre-issuance review learn, that Real- 
ty was in severe financial difficulties and that the prior 
auditors had raised a number of questions with respect 
to Realty-related investments. 32/ 


THE PENN CENTRAL COMPANY 


On February 1, 1968 the Pennsylvania and the New 
York Central railroads merged and became the Penn 
Central Transportation Company (‘“PCTC” or “’Trans- 
portation Co.’’). PMM became the auditors of the 
merged company and issued a report on the result of 
PCT on both a consolidated and a ‘company only” 
basis for 1968. During 1969, Penn Central Co., a hold- 
ing company, was formed and acquired all of the stock 
of PCTC. For 1969, PMM issued a report on the results 
of Penn Central on a consolidated basis and PCTC on a 
“company only” basis. 33/ 


On June 21, 1970, the Penn Central Transportation Co. 
filed a petition for reorganization under the bankruptcy 
laws. An investigation conducted by this Commission 
following the filing of the petition revealed that Penn 
Central management 34/ had engaged in a program of 
concealing the deterioration of the company which oc- 
curred in the post-merger period and which led to the 
filing of the petition in reorganization. A detailed des- 
cription of the transactions, events and activities pre- 
ceding the filing of the petition is contained in the 


Commission's Staff Report on the Financial Collapse 
of the Penn Central Company. 35/ Management's 
efforts involved misrepresentations as to the affairs, 
prospects, financial results, and value of assets of the 
Penn Central complex. The misrepresentations were 
made in many forms of communications to the invest- 
ing public and shareholders. 


While the financial statements upon which PMM re- 
ported did show a declining trend in 1969, 36/ they 
substantially understated the magnitude of the real 
decline in the economic fortunes of Penn Central and 
did not reflect the cash drains which led to the collapse 
of the railroad when PCTC could no longer borrow 
funds. 


The financial statements did not adequately present 
the financial condition of Penn Central because the 

economic substance of several transactions was not 

properly reflected therein and because there was in- 
sufficient attention given to the overall condition of 
the Company and its operations. 


The principal means by which Penn Central inflated 
financial results for 1969 included the failure to in- 
clude charges arising out of Penn Central’s ownership 
of Lehigh Valley Railroad Co., failure to reflect cur- 
rent maintenance expenses of the New York-New 
Haven and Hartford Railroad Co. as charges against 
income, the improper inclusion of income from large 
real estate transactions by Great Southwest Corp. 
and the improper inclusion of dividends from 

certain subsidiaries. In 1968 the financial results 
were inflated by the improper inclusion of 

profits from the exchange of certain equity 

interests in real property for the stock owner- 

ship in Madison Square Garden Corp., the im- 

proper inclusion of income of the purported dividend 
comprising the common stock of a wholly-owned sub- 
sidiary of Washington Terminal Corp., the failure to 
record properly expenses connected with mail and 
baggage handlers, charges arising out of Penn Central's 
ownership of Hehigh Valley Railroad Co. and Execu- 
tive Jet Aviation and the inclusion of purported pro- 
fits from certain real estate transactions of Great 
Southwest Corporation. By acquiescing in these im- 
proper accounting practices, PMM, in our view, per- 
mitted Penn Central to misstate its financial position 
and operating results for the years 1968 and 1969. 


In some of the items discussed below, PMM’s position 
is briefly described. 


Washington Terminal Company 


PCTC, in 1968, included as part of its operating income 
what they considered to be a “‘dividend-in-kind” in the 
amount of $11,700,000 declared by Washington Ter- 
minal Company (“WTC”) a 50% owned company car- 
ried on the cost basis by PCTC. 37/ This income was 
reflected in the results from ordinary operations and 
was part of the consolidated earnings of Penn Central 
and also part of the Transportation Company’s operating 
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results for the year. There was no separate disclosure 

in the financial statements or in the notes thereto that 
informed the reader of the nature of this transaction 

or of its magnitude. Absent this recordation as dividend 
income, consolidated earnings would have amounted to 
$78,573,000 as opposed to the $90,273,000 reported; 
and, PCTC’s loss from ordinary operations would have 
amounted to $14,473,000 as opposed to the reported 
loss of $2,773,000. 


The “‘dividend-in-kind” which was declared to its parent 
company was in the form of 100% of the stock of a 
new company formed for the purpose of receiving an 
undivided one-half interest in real property and air 
rights over the Union Station in Washington, D. C. 38/ 
Both before and after the transaction, Penn Central 
owned a 50% interest in the Union Station property. 


The Union Station property became the subject of an 
agreement with the United States Government for de- 
velopment of a Visitor's Center and the leasing by the 
National Park Service of such Center. The deed con- 
veying legal title and an undivided one-half interest 
provided that WTC would continue to control the 
property during the period that the Visitor’s Center was 
under construction. 39/ The agreement provided that 
the National Park Service would lease the property for 
25 years, after the owners had made significant altera- 
tions and improvements, which were expected to take 
two or three years. At the conclusion of the lease the 
property could be acquired by the National Park Ser- 
vice for $1. 


PCTC recorded the $11,700,000 as its determination 

of the value of the stock distribution received. 40/ This 
amount was based on an appraisal of the underlying 
property and the air rights. 


PMM states that: 


Penn Central Transportation Company accounted for 

its investment in Washington Terminal Company on the 
cost basis, an acceptable method of accounting and the 
method most commonly followed in 1968. Since Penn 
Central Transportation Company accounted for its in- 
vestment in Washington Terminal Company on the cost 
basis, in PMM’s opinion any distributions from Washing- 
ton Terminal Company necessarily were properly record- 
ed in earnings when received; and since the distribution 
was a dividend-in-kind the proper method of recording 

it by Penn Central Transportation Company was at fair 
market value under then current accounting literature. 
In PMM’s view, PCTC’s obligations under the lease con- 
tract were fixed and accrued in its accounts, and there- 
fore, there was no uncertainty with respect to the value 
of this dividend and income had to be recognized in 1968 
when the dividend was received. 


The Commission disagrees with PMM’s position that all 
necessary elements were present to permit the recorda- 
tion of income in 1968. In the Commission’s view, this 
transaction was, in substance, a write-up of this asset 

on the books of the parent company. We believe that re- 
cognition by the Transportation Company of income in 
the amount of $11,700,000 in the form of a 100% stock 
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distribution was improper since in substance the posi- 
tion of the consolidated enterprise was unchanged 
with respect to the use, possession, operation, and 
maintenance of the underlying subject property after 
the receipt of the distribution. Generally accepted ac- 
counting principles do not permit recording a trans- 
action based on form when its substance is materially 
different. 


The substance of the December 18, 1968 agreement 
was a promise on the part of the United States Govern- 
ment to purchase certain property after significant con- 
struction and alterations had been made to transform 
such property into a National Visitor’s Center. In the 
Commission’s opinion, recognition of income to PCTC 
under the circumstances outlined herein was inappro- 
priate until the seller of Union Station had substantially 
performed its obligations. 


The Commission also believes that if income in this 
amount was recorded in 1968, separate disclosure 
should have been made. 


Madison Square Garden Transaction 


Penn Central entered into a transaction in 1968 which 
involved a nonmonetary exchange within its invest- 
ment portfolio that resulted in the company recording 
a gain in the amount of $21 million. This gain was re- 
flected in income from ordinary operations and was 
part of the consolidated earnings of Penn Central and 
also part of PCTC’s operating results for that year. 
There was no separate disclosure in the financial state- 
ments or in the notes thereto that informed the read- 
er of the nature or magnitude of this transaction. Ab- 
sent this gain, Penn Central’s consolidated earnings from 
ordinary operations would have amounted to $69,273,- 
000 as opposed to the $90,273,000 reported, and 
PCTC’s loss from ordinary operations would have 
amounted to $23,773,000 as opposed to the reported 
loss of $2,773,000. 


This transaction represented the exchange of Penn 
Central’s 25% interest in Madison Square Garden Cen- 
ter (““‘Center’’) and its 55% interest in the Penn Plaza 
office building for a 25% interest in Madison Square 
Garden Corporation (‘““Garden’’). Before the transac- 
tion, Garden owned 25% of the Center, 20% of the 
office building, the real estate on which the former 
Madison Square Garden had stood, and other minor 
assets. 41/ Penn Central, in its filing with the Com- 
mission describing the transaction, indicated that its 
purpose was 


“‘to concentrate and unify Penn Central's 
interests in the new Madison Square Garden 
Center and the office building--though the 
ownership of a substantial equity interest in 
Madison Square (Garden Corporation) which 
will be the beneficial owner and operator of 
those facilities.” 42/ 


Penn Central, which received no cash, recorded the gain 
of $21 million on this transaction by valuing the Garden 
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Stock received at $25.7 million (based on its average 
market price on the NYSE of $11.078 per share at 
the date of negotiations) and subtracting the $4.6 
million carrying value of assets given up. 43/ 


It is PMM’s position, as stated by it, that the exchange 
of PCTC’s shareholdings and interest in two corpora- 
tions (privately held) which owned and operated an 
office building and a sports center, for shares of stock 
in Madison Square Garden Corporation, a diversified 
holding company with over 36,000 shareholders, whose 
shares were publicly traded, constituted a substantive 
exchange of distinctly different kinds of assets and, in 
accordance with accounting theory then in existence, 
was an exchange of assets to which gain or loss must 
have been recognized. If no recognition were made of 
the exchange, the 1968 financials would not have 
shown the true results of management’s decision to 
make the exchange, and future financial statements 
would not show the effect of management's decisions 
in the handling of its stock ownership in Madison 
Square Garden Corporation. In PMM’s opinion, PCTC 
realized a gain of its investment in 1968 as the finan- 
cial statement properly showed. 


It is the Commission’s opinion that the transaction re- 
presented the substitution of an investment in one 
form for essentially the same investment in another 
form. There was no change in economic interests in 
Center, the principal asset involved, and Penn Central's 
intent, as stated by it, was clearly not to dispose of its 
economic interest in the facilities exchanged. 


We believe that PMM failed to recognize that in sub- 
stance there were not sufficiently significant changes 
from a business viewpoint to warrant the recording 
of income on this nonmonetary exchange. Further- 
more, it is the Commission’s view that PMM should 
have required separate disclosure of the nature and 
amount of this transaction. 


Merger Reserve: Separation of Mail and Baggage Handlers 


In 1968, Penn Central Transportation Company charged 
against a $117,000,000 merger reserve established in 
1967, payments aggregating $4,672,000 made to certain 
mail and baggage handlers upon their separation from em- 
ployment with PCTC. 44/ 


The Penn Central's predecessor railroads, the Pennsylvania 
and New York Central railroads, and their labor unions had 
entered into a Merger Protective Agreement, dated Janu- 
ary 1, 1964, which provided that no one employed during 
the period from January 1, 1964 to the effective date of 
the merger would be terminated after January 1, 1964. A 
subsequent termination did not have to be merger related 
for the agreement to apply. 


The $117,000,000 liability reserve which was establish- 
ed in 1967 was to provide only for wages to be paid to 
5,600 employees who had been furloughed prior to the 
merger, but who, due to the Merger Protective Agree- 
ment, had to be recalled to service upon the consumma- 
tion of the merger and had to be employed or paid 
thereafter until they left through natural attrition. 45/ 


Subsequent to the merger, Penn Central early in 1968 
incurred a cost of $4,672,000 in spearation payments 
to mail and baggage handlers made surplus as a result 
of curtailment of use of Penn Central's services by the 
U. S. Post Office Department. The basic accounting 
question faced by PMM was whether the payment of 
$4,672,000 made to the mail and baggage handlers, 
who had been separated from employment with PCTC, 
was chargeable to the reserve previously established, or 
chargeable to expenses for the period. 


PMM seriously questioned the use of the liability re- 
serve for the payments to the mail and baggage hand- 
lers which questions may have led management of 
PCTC to petition the ICC for approval to charge this 
cost to the reserve for ICC accounting purposes. 46/ 
By a letter to the ICC dated January 23, 1969, Penn 
Central argued that such costs should be charged to 
the merger reserve because the payments to the mail 
and baggage handlers were directly the result of the 
labor agreements incident to merger, that they were 
unproductive of merger savings, and that the reserve 
was adequate in total amount. 


PMM reviewed the letter to the ICC before it was sent 
and in the letter referred to in Footnote 46 above stated 
that if the ICC “’...in its judgment deems the separations 
to be merger related and the costs incident thereto 
chargeable against the reserve, we would no longer have 
a basis for objection to a charge against the Merger Re- 
serve for this purpose.” 


By letter dated January 29, 1969, the !CC replied as 
follows: 


“This will advise that a majority of Division 2 
in conference today voted to grant the letter 
request filed January 23, 1969, for authority 
to charge an amount of $4,672,000 expended 
during 1968 in connection with separation of 
mail and baggage handlers against the ‘Merger 
Reserve’ established in 1967.” 


In our view, the $4,672,000 in separation payments 
incurred during 1968 as a result of the curtailment in 
services of mail and baggage handlers did not come 
within the original merger reserve criteria. The original 
merger reserve was created to provide for charges for 
Payments to employees who had been furloughed prior 
to the effectiveness of the merger. The mail and bag- 
gage handlers were not furloughed prior to the effec- 
tiveness of the merger. 47/ 


In the Commission’s opinion, even though the ICC was 
willing to permit the charge to the reserve for ICC pur- 
poses, we believe such amounts sholild have been re- 
flected as a period expense during the year ended De- 
cember 31, 1968 in the financial statements of the com- 
pany issued to the shareholders. The accounting ration- 
ale for setting up the original $117 million liability for 
the recall of surplus furioughed employees was that 
solely as a result of the effectiveness of the merger a 
liability had been created and the combined railroads 
had therefore suffered an expense (loss), unrelated to 
future operations, that had to be recognized. This 
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accounting rationale does not apply to the facts leading 
to the $4,672,000 in payments. The liability, and hence 
the expense, did not exist as of December 31, 1967 nor 
February 1, 1968. Nor was there a known contingent 
liability as of such dates. It is the Commission’s view that 
PMM should have been more objective by resolving this 
issue independently of the ICC and that initial resistance 
of PMM to charging the reserve for these payments re- 
flected the proper accounting and auditing posture. 


Lehigh Valley Railroad Company 


Prior to 1962, the then PRR, through subsidiaries, owned 
44.4% of the outstanding shares of Lehigh Valley Rail- 
road Company (“Lehigh Valley’’). As a result of an ex- 
change offer, PRR on Feburary 28, 1963, became the 
record or beneficial owner of 89.9% of the stock and 

this was increased to 97.3% in 1964. 


Lehigh Valley remained a 97.3% owned subsidiary of 
PCTC at the time of the merger of the PRR and NYC 
Railroads. In 1968, the Lehigh Valley losses were $6 
million, and in 1969 the losses were $5.1 million, before 
an extraordinary charge of $1.2 million. The footnotes 
to the 1968 and 1969 Financial Statements contained 
in the Annual Report to Shareholders separately dis- 
closed these losses. The Lehigh Valley results, however, 
were not consolidated with Penn Central’s results during 
these periods. 48/ Management's reason for not con- 
solidating the operation of Lehigh Valley was their posi- 
tion that Penn Centra!’s ownership was temporary since 
the ICC had required that Lehigh Valley be offered for 
affiliation with another railroad system. 49/ Penn Cen- 
tral apparently relied on that ICC ruling as the basis for 
nonconsolidation, 50/ apparnetly drawing its account- 
ing support for nonconsolidation from the criteria includ- 
ed in Accounting Research Bulletin No. 51. 51/ 


The Commission concluded, based upon its investigation 
that neither C&O/B&O nor N&W ever had any interest 
whatsoever in acquiring Lehigh Valley; further, in the 
course of the investigation a management representative 
flatly stated that no one wanted to acquire Lehigh Valley 
and that it was not worth anything. In the Commission’s 
opinion, therefore, Penn Central’s ownership in Lehigh 
Valley could not reasonably be said to have been tem- 
porary, and, further, a significant write-down in the in- 
vestment was required. 


The Commission’s investigation also included information 
gathered from “Moody’s Transportation Manual” and 
from filings made by Lehigh Valley and contained in the 
public dockets at the SEC. These sources of public infor- 
mation revealed, among other things, that for a 13-year 
period from 1957 through 1969, Lehigh Valley incurred 
consecutive annual losses; whereas for the 13-year period 
preceding 1957, Lehigh Valley had only two loss years. 
The trends as indicated in this published data, as well as 
the current amounts of advances being made to Lehigh 
Valley, clearly supported PMM’s questioning management 
as to reasons why Penn Central’s investment in Lehigh 
Valley should not be written down. 


The audit workpapers of PMM for 1969 illustrate its 
awareness of the problem, the workpaper stating “’Le- 
high Valley -- to be written down or reasons must be 
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supplied.” As a result, at the request of PMM, Penn 
Central made the following written representation to 
PMM in a letter dated March 12, 1970 concerning 
management's evaluation of this investment and their 
intention concerning its disposition. 


“One of the roads to which Lehigh Valley must 
be offered is the C&O and if the merger with the 
Norfolk and Western does not go through, the 
Lehigh Valley will have great strategic value to 
the C&O and we certainly should be able to come 
out well on our investment. 


“There are other alternatives we have in mind if 
this does not occur but it is too early and pre- 
mature to determine to what extent, if any, an 
impairment may result in the investments.” 


PMM states that, in its opinion: (1) Lehigh Valley was 
properly not consolidated under the provisions of ARB 
No. 51; (2) that the carrying value of Lehigh was re- 
coverable upon disposition; (3) that disclosure of the 
losses in 1968 and 1969 were clearly set out in foot- 
notes to fully inform the reader; and (4) that the invest- 
ment in and advances to Lehigh Valley were included in 
consolidated Penn Central investments and advances 
which in the aggregate had a market value well in ex- 
cess of their carrying value. For all of the foregoing rea- 
sons, in PMM’s view, not consolidating Lehigh Valley 
was appropriate and no write-down would have been 
required of this asset either in 1968 or 1969. 


PMM further states that it was unaware that Penn Cen- 
tral was not reasonably likely to divest itself of Lehigh 
Valley in the-foreseeable future and, therefore, accepted 
management's accounting rationale in this regard and 
also accepted its reasons as to why the investment in 
Lehigh Valley should not be written down. 


It is our view that PMM’s auditing procedures should 
have included its seeking adequate evidence to support 
management’s written representation as to the likeli- 
hood of divestiture. In both 1968 and 1969 PMM 
should have insisted that management furnish evidence 
that they had made offers to the C&O/B&O and to 
N&W, or that they were going to do so within a speci- 
fic time period. PMM should have satisified itself by 
further inquiry as to whether managernent had evidence 
of any indications of interest from these two railroads 
or from any other potential acquirer. We believe that 
PMM should have insisted on additional representations 
describing the specific alternatives that management 
had in mind in order for PMM to satisfy itself whether 
it was too early to determine, to what extent, if any, 
an impairment of value existed or would result. 


In our view, Penn Central’s ownership of Lehigh Valley 
was not temporary within the meaning of ARB No. 51 
and, therefore, the operating losses of Lehigh Valley 
should have been reflected through consolidation. Fail- 
ing such treatment, PMM should have insisted that the 
investments in, and/or advances to Lehigh Valley be 
written down since, in addition to Lehigh Valley's 
recorded losses there was substantial evidence in the 
Commission’s opinion, as early as 1968, that Penn 
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Cental could not readily expect to cover its loans and 
advances to Lehigh Valley. 52/ It is our opinion that 
PMM should have more critically examined manage- 
ment’s assurances given in support of their representa- 
tions that Lehigh Valley could be disposed of to another 
railroad system and without incurring a loss. 


Executive Jet Aviation 


In 1965, as part of a diversification program, the Penn- 
sylvania Railroad (“PRR”), began investing in an air 

taxi service, Executive Jet Aviation, Inc. (““EJA”). 53/ 
PRR looked upon the investment as a means of entering 
into the air transport and air cargo fields, even though 

it was aware that the Federal Aviation Act prohibited 
railroads from engaging in such activities. PRR, however, 
made the investments in the hope that it would be able 
to have the aeronautics laws changed to permit it to en- 
gage in the air cargo business. 


In 1966 EJA applied to the Civil Aeronautics Board 
for approval of its acquisition of Johnson Flying Ser- 
vice, a supplemental air carrier. in connection with 
this application, a CAB examiner found that PRR con- 
trolled EJA in violation of aeronautics laws. Pursuant 
to this finding, PRR submitted a plan of financing and 
divestiture which contemplated continued investment 
in EJA by PRR. In December 1967, the CAB held the 
plan to be inadequate, and ordered a complete divesti- 
ture. 


Up to 1966 PRR had advanced approximately $14,000,- 
000 to EJA. These advances continued at a rate of ap- 
proximately $2.5 million a year during 1967, 1968 and 
1969. In the last half of 1967, EJA embarked on a 
program of quietly acquiring interest in several foreign 
supplemental carriers. At the same time, Penn Central 
also was purportedly trying to find a buyer for its inter- 
est in EJA, although its desire to retain some sort of 
“buy-back” rights was making this more difficult. 


In mid-1968 U. S. Steel Corp. and Burlington Indus- 
tries, Inc. entered into a memorandum of understanding 
with Penn Central whereby they agreed to purchase Penn 
Central’s equity and debt interest in EJA, subject to 
EJA’s receiving CAB approval to acquire Johnson Fly- 
ing Service. However, Burlington withdrew from the 
agreement in December 1968 and U. S. Steel followed. 


On June 4, 1969, the CAB instituted proceedings to de- 
termine whether EJA and Penn Central had violated 
provisions of the Federal Aviation Act. In October 1969, 
the CAB issued a cease-and-desist order, to which Penn 
Central and EJA consented. In addition to levying fines 
against both, the order directed EJA to divest itself of 
control of foreign air carriers and Penn Central to divest 
itself of control of EJA. 


EJA had sustained losses since it began operation. 54/ 
EJA was unable to obtain outside financing unless Penn 
Central was willing to subordinate its investment. EJA’‘s 
auditors, Lybrand, Ross Bros. & Montgomery (now 
Coopers & Lybrand), were unable to complete audits 

in 1968 and 1969 because of major problems. EJA’s 


financial and operating condition was continuously 
adverse and, in the opinion of the Commission, the 
likelihood of Penn Central’s recovery of its invest- 
ments was highly unlikely. 


Despite this situation, Penn Central's stated position, 
as reflected in a representation letter addressed to 
Peat, Marwick, Mitchell & Co., dated March 12, 1970 
was as follows: 


“Pursuant to order of the Civil Aeronautics 
Board we must dispose of our investment in 
Executive Jet Aviation by March 1, 1971. Con- 
sequently, we are at this time carrying on nego- 
tiations with a number of interested parties 
with a view of disposing of our holding just as 
soon as practicable. It is a complicated situa- 
tion and consequently negotiations as between 
interested parties vary widely. We anticipate 
that our holding will be disposed of in the re- 
latively near future but only at that time will 

it be possible to evaluate intelligently the con- 
sideration to be received for our investment. 

It is almost certain that we will receive various 
types of securities in exchange for our stock.” 


PMM states that in its opinion it was not unusual: 

(a) for a company the size of PCTC to invest approxi- 
mately $21,000,000 in what amounted to an experi- 
ment for expansion and for the investee company to 
suffer losses during its initial years; and (b) for a 
company which had suffered losses still to be consid- 
ered to have substantial value to another company 
thereby enabling the investor company to recoup its 
investment or incur only a minor loss upon sale, this 
being particularly true of a start-up company possess- 
ing operating rights. The investment in EJA of approxi- 
mately $21,000,000 was among total investments and 
advances of Penn Central of $453,239,000 in 1968 
and $535,711,000 in 1969. In PMM’s opinion invest- 
ments and advances to consolidated subsidiaries and 
miscellaneous investments are to be considered as a 
group in determining whether a write-down should be 
made. The total market value of the investments and 
advances, including EJA, was in excess of the carry- 
ing value, and, therefore, in PMM’s view there was no 
reason to write down the group of investments nor to 
write down any individual investment. Moreover, 
PMM states that it did not believe that management's 
representation was unreasonable and considered that 
it would have been improper to require that the invest- 
ment be written down by an arbitrary amount when, 
in PMM’‘s opinion, an estimate of the loss, if any, was 
not determinable. EJA eventually was sold in 1970 at 
a considerable loss, but in PMM’s view this loss is not 
a true measure of the loss, if any, that would have 
been experienced had the sale occurred under normal 
circumstances prior to commencement of reorganiza- 
tion proceedings. 


The Commission believes PMM did not go far enough 
in its examination to evaluate this asset. It was known 
to Penn Central and to PMM that EJA had been con- 
tinually in need of operating funds; PMM was also 
aware of the CAB’s order to Penn Central to divest 
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itself of control of EJA, and it also knew of certain 
prior unsuccessful attempts by Pen Central to dispose 
of this investment. Under the circumstances described 
above, in the Commission’s view the investment in 
EJA was seriously impaired and PMM should have 
viewed this investment differently from other Penn 
Central investments. 


The Commission's investigation revealed that PMM was 
not furnished with financial statements of EJA. PMM, 
however, requested Penn Central management to repre- 
sent to PMM its evaluation of Penn Central’s position 
in this investment and its intention concerning the dis- 
position of EJA. 


Penn Central’s March 12, 1970 reply to PMM made no 
mention of any possible loss in this investment. 


The Commission feels that since PMM was aware of 
EJA’s financial difficulties, it should have insisted 
that management of Penn Central require EJA to pre- 
pare financial statements for PMM’s review, and also 
should have insisted that Penn Central include in its 
representation letter the number and identities of the 
parties interested in acquiring EJA. Further, PMM 
should also have insisted that this representation letter 
include the status of the various negotiations in support 
of management's statement that they had anticipated 
this investment would be disposed of in the relatively 
near future. In addition, PMM should have required 
management to represent to them the possible range 
of any gain or loss that could result from the nature 
and status of the negotiations with interested parties. 


We believe that PMM should have expanded its audit- 
ing procedures in 1968 and 1969 to obtain the neces- 
sary competent evidential matter to enable it to con- 
clude that this investment was fairly stated. In our 
opinion, based on all available evidnece, it appears the 
loss in this investment should have been recognized in 
1968 and 1969, and that PMM failed to exercise proper 
judgment in this regard. 


Great Southwest Real Estate Activities 


Great Southwest Corporation (“GSC”) is a majority- 
owned (approximately 91%) real estate development 
subsidiary of Pennco, a subsidiary of PCTC, which is 
in turn a subsidiary of the Penn Central Company. 55/ 
In 1968 and 1969 GSC management effected several 
income tax oriented syndications which were described 
as having included therein certain tax advantages to in- 
vestors. These syndications resulted in large reported 
earnings by GSC and were reported to shareholders of 
GSC in its annual report to its shareholders and to the 
extent of Penn Central’s ownership, they were also in- 
cluded in Penn Central’s consolidated earnings and in 
PCTC’s reported results of operations. 56/ 


At issue in this case were GSC’s accounting treatment 
and financial reporting of three real estate transactions 


which were part of the 1968 and 1969 tax syndications. 


In one transaction in 1968 GSC sold a parcel of raw 
land known as the Bryant Ranch which was suitable 
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for holding for subsequent sale or development and 
sale. In the other two transactions GSC sold in 1968 
an operating amusement park known as Six Flags 
Over Georgia, and in 1969 an operating amusement 
park known as Six Flags Over Texas. 


In December 1962, the Commission issued Accounting 
Series Release No. 95 (‘““ASR-95”) to provide guidance 
in the application of generally accepted accounting prin- 
ciples to real estate transactions reported in financial 
statements to be included in documents filed under the 
federal securities laws. In that release we stated: 


“The recognition of profit at the time of sale, 

in accordance with generally accepted account- 
ing principles, is appropriate if it is reasonable 

to conclude, in the light of all the circumstances, 
that a profit has been realized.” 


We also indicated, in that release, that mere formal com- 
pliance with the technical legal requirement of a sale is 
not necessarily sufficient to justify revenue recognition, 
and that the substance of a transaction is the controlling 
consideration. In our opinion, the real estate transaction 
in question in this case involved circumstances of the 
type discussed in ASR-95 and were governed by the 
principles set forth therein dictating that there be no 
recognition of profit. 57/ 


in 1968 GSC sold the Bryant Ranch for $31,000,000 
to a limited partnership formed to purchase the land. 
GSC reported the transaction as a sale and recorded a 
profit in that year of $8,558,176 and deferred $827,833 
as a reported profit in 1969. The purchaser made a cash 
payment of $6,000,000 of which $600,000 was assigned 
to principal and $5,400,000 to prepaid interest. A note 
for $30,400,000 at a 7% annual rate was given for the 
balance, and under the terms of the note no principal 
payments were to be paid for the first 15 years after 
the transaction through 1983. There was no personal 
liability on the note and as required by California law, 
the only recourse was against the land. During this 15- 
year period, interest in the flat amount of $1,000,000 
per year (less than that called for by the 7% rate) was 
to be paid. After 1984, principal payment plus accrued 
as well as current interest payments were to be made 
over a five-year period to amortize the note. Among 
other aspects of the terms of the transaction, GSC was 
obligated under certain conditions to make certain im- 
provements and also pay certain other costs. 


In 1968, GSC sold its amusement park known as Six 
Flags Over Georgia for $22,980,157 and recorded a 
profit of $4,813,400 on the transaction. In the Georgia 
park transaction, the purchaser, a limited partnership, 
made a cash payment of $2,970,000 of which $1,500,- 
000 was assigned to principal and $1,470,000 prepaid 
interest. The purchaser also gave a mortgage note for 
$21,000,000 at 7% interest. Principal payments in the 
amount of $700,000 yearly were to begin in 1975. In 
1969, it sold its other amusement park known as Six 
Flags Over Texas for $40,000,000, and recorded a 
profit of $17,530,170 on the transaction. As to the 
Texas park, the purchaser, also a limited partnership, 
made a cash payment of $5,432,670 of which $1,500,000 
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was assigned to principal and $3,932,670 to prepaid 
interest. The purchaser also gave a mortgage note for 
$38,301,585. There were other aspects to the struc- 

ture of these two transactions which included contin- 

uing exclusive management of the amusement parks 

by GSC as well as GSC’s retention of certain risk of 

loss and opportunity for gain factors. 58/ Except for 

a few differences both amusement park transactions 

were substantially similar. 

in ASR-95, we stated that a prerequisite to revenue re- 
cognition is an effective exchange or conversion. The Com- 
mission finds that applying the text of ASR-95 to the 
Bryant Ranch transaction, there was not a sufficient con- 
version of either GSC’s or the purchaser’s interest in the 
property to justify treatment of the transaction as a sale; 
and despite the formal aspects of the transaction, GSC im- 
mediately after the sale had essentially the same type and 
degree of control as it had prior to the transaction. 


The Commission finds that one of the aspects of an ex- 
change missing from the amusement park transactions, but 
necessary for an effective economic conversion, was the 
transfer of control. 


The Commission finds that the other critical aspect of an 
exchange absent from the transactions was the transfer to 
the purchaser of the risk of loss and opportunity for gain. 
Upon the transfer of the amusement parks, GSC continued 
to have, in a functional sense, essentially the same type of 
degree of control over the business and management as it 
had before. GSC also continued to bar substantially all of 
the opportunity for gain. When the elements of control 
and retention of risk and opportunity for gain are consid- 
ered together, it becomes apparent that GSC’s position 
with respect to the amusement parks did not substantially 
change because of the sale transfers. As to these two trans- 
actions, the Commission believes that in economic terms, 
true exchanges did not take place, and therefore, it was 
not proper for financial reporting purposes to record the 
transactions as sales and recognize revenue thereon. 59/ 


PMM states that in 1968 and 1969 it was its opinion and 
still is that the three transactions mentioned above were 
bona fide sales and, in its view, met the criteria of ASR- 
95, which was an important consideration in PMM'’s de- 
cision that it was appropriate to recognize income on 
these transactions. PMM believes that these transactions 
involved substantial cash outlays by the purchasers and 
resulted in the transfer of the reward or burden of own- 
ership from the seller to the buyer. It also believes that 
there was no continuing involvement on the part of the 
seller, except to make certain improvements on Bryant 
Ranch for which estimated costs were taken into account 
and to become the operator of the two amusement parks 
under a management contract with the purchasers. More- 
over, aside from ASR-95, it is PMM’s view that other then 
current accounting literature required that income be re- 
cognized in 1968 and 1969 when these transactions oc- 
curred. 


In the Commission’s opinion these three real estate trans- 
actions were structured by GSC with the concurrence of 
Penn Central’s management in an unsuccessful attempt 

to meet the criteria contained in ASR-95. The Commission 
believes these transactions failed to meet the criteria of 
ASR-95 since, in substance, nothing happened from a 
business viewpoint to warrant the recording of sales and 








profits on these transactions. PMM should have recog- 
nized the attempts by management to structure trans- 
actions in a contrived manner to meet the technical 
criteria of existing accounting literature, when in the 
Commission’s view, they did not. It is our opinion that 
PMM in its 1968 and 1969 audits of GSC and of Penn 
Central failed to exercise critical and independent 
judgment on this very important issue. 


New York, New Haven and Hartford Railroad 


As a condition of the merger of the Pennsylvania Rail- 
road and the New York Central Railroad, substantially 
all of the properties and investments of the New York, 
New Haven and Hartford Railroad Company ("New 
Haven”’) were acquired by Penn Central as of December 
31, 1968. In our view Penn Central in 1969 improperly 
accounted for New Haven maintenance costs thereby 
obscuring the true dimensions of New Haven’s operating 
loss. As a result, there was a significant difference between 
the results of operations reported to the ICC and those 
reported to the public in 1969. Footnote 14 to the fi- 
nancial statements contained in the 1969 Annual Report 
to Shareholders discloses this difference. 60/ 


Penn Central asserted that the state of New Haven’s 
equipment was very poor and had to be rehabilitated. 
On this basis, substantially all of the costs attributable 
to the upkeep of the road in 1969 were written off 
against a liability for rehabilitation cost established in 
connection with the purchase of the New Haven proper- 
ties. 


To charge the rehabilitation liability account with items 
chargeable as period expenses would be improper. As a 
result of making such charges Penn Central recorded 
total maintenance expenses in 1969 for New Haven 
which were significantly lower than those recorded by 
New Haven in the prior years. 


Care must be taken to distinguish genuine rehabilitation 
charges from ordinary maintenance costs which may be 
incurred at about the same time. We believe that in this 
case insufficient attention was given to this distinction. 
The Commission is of the opinion that it would have 
been necessary to approximate the amount of expendi- 
tures deserving capitalization by comparing the total of 
maintenance and restoration costs incurred with the re- 
cord of normal upkeep incurred in prior years. The his- 
torical record of approximate expenditures by New 
Haven for normal maintenance and capitalization items, 
as compared with 1969, follows (in millions of dollars): 
61/ 





Expense Capitalized Total 
1969 $ 1.6 $35.9 $37.5 
1968 34.6 0.6 35.2 
1967 33.5 1.3 34.8 
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actions are by their nature not arm’s-length and that, 
therefore, in “company only” statements the important 
1966 $33.3 $ 0.5 $33.8 factor is disclosure. These dividends were included in a 


Expense Capitalized Total 




















































separate line item entitled “Dividends and interest -- 
Consolidated Subsidiaries’’ which totalled $44,324,000 | 
1965 31.7 4.7 * 36.5 in the separate ‘‘company only” financial statements for . 
1969. 
As a result of the staff's investigation of this area, the Com- | 
mission believes that the audit examination by PMM was In the Commission's opinion, though PMM disclaims 
not sufficient to come to aconclusion that the $1.6 million knowledge of the instructions given to the bank by 
was all of the general mainteance and repair costs that PCTC or the New York Central Transport Co., PMM 
were to be charged against 1969 earnings. should have followed the procedure of tracing cash | 
transfers in support of these transactions and, had it | 
done so, it would have discovered the bank statements, 
Trucking Company Dividends and the bank’s debit and credit memoranda accompany- 
ing such statements. This, in turn, would have led PMM | 
In 1969, PCTC caused one of its trucking company sub- to make further inquiry of management as to the factual 
sidiaries, New York Central Transport Co., to declare circumstances underlying these transactions. 
cash dividends of $12,000,000 to PCTC. PCTC also caused 
two other trucking companies to declare cash dividends in In the Commission’s view, PMM’s audit program should : 
the aggregate of $2,000,000 to ari intermediate subsidiary have been expanded in order to test intercompany é 
which then declared a dividend in a like amount to PCTC. transactions in greater depth. Such expanded testing ( 
was desirable since PCTC, the entity purportedly bene- 
The Commission's investigation revealed that none of fiting from this transaction, had its separate financial t 
the trucking company subsidiaries had sufficient cash statements, which were reported on by PMM, inciuded . 
funds to meet these dividend declarations. As to the in the annual report furnished to shareholders by Penn t 
$12,000,000 in purported dividend payments from Central. ( 
New York Central Transportation Co., PCTC instructed ¢ 
one of its banks to charge PCTC’s account and credit the in the Commission’s view, since no cash changed hands . 
account at that bank of New York Central Transport Co. and the dividend, though declared from retained earn- t 
Simultaneously, New York Central Transport Co. instruct- ings, was supported only by entries on the books of I 
ed the same bank to charge its account for that amount the bank, the subsidiary and the parent, and since cash . 
and credit the account of PCTC. The bank followed the funds were not available to support the entries of the > 
instructions. bank or the companies, there was no basis for recog- t 
nizing the dividend as income. 
At the time when PCTC was allegedly loaning funds to / 
its subsidiary, PCTC did not have the necessary cash . 
funds in that bank to cover the amounts transferred. Conclusion C 
New York Central Transport Co.’s books of account then s 
reflected “advance payable” in the amount of $12,000,- In this case, Penn Central management was engaged in C 
000 and its equity account was reduced by a like amount. an attempt to conceal the extent of the deterioration / 
While advances payable were substituted for equity be- of the company. One of the elements in this program " 
longing to the sole shareholder on the books of New York was the presentation of financial statements which did 0 
Central Transport Co., the Commission concludes that not reflect the adverse results of railroad operations and e 
the end result, in effect, did not give the 100% stockhold- which minimized adverse trends in the total business. p 
er (PCTC) entity anything more than it had before, and PMM should have understood what management was 
the $2,000,000 dividend payment by an intermediate doing and, rather than acquiesce, should have resisted v 
subsidiary was the same, in practical effect, as New York management's efforts. . 
Central Transport dividend payment. e 
Auditors should be alert for the kinds of warnings 
Notwithstanding the fact that these dividend declarations present in this case indicating that management seeks ti 
had no effect whatsoever on the consolidated earnings of to conceal a deterioration in the affiars of the com- b 
Penn Central, the “company only” (PCTC) financial pany. u 
statements did include this dividend declaration in re- P 
ported income. Qne major warning given was mangement’s effort to by 
record income from transactions which were structured tr 
PMM disclaims knowledge of the instructions given to to give an appearance of being bona fide but which did p 
the bank by PCTC or the New York Central Transport not reflect a business or economic change which would n 
Co. However, PMM states that its view was, and is, that justify the recording of income. The Washington Termin- x 
a subsidiary may make a dividend payment as long as al dividend, the Madison Square Garden exchange, the 
it has accumulated earnings available for such dividend, trucking company dividends and the Great Southwest I 
even if no cash changes hands at the time and the parent property sales illustrate this development. « 
company silultaneously or subsequently records advances a 
to such subsidiary. With respect to intercompany trans- In a period of crisis, management may structure trans- cl 
actions of this nature, it is PMM’s opinion that such trans- actions or seize upon opportunities which may serve - 
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as a vehicle for recording a gain in a particular period 
but which do not require that a company change its 
fundamental interest in the asset. Auditors must not 
allow their skepticism as to the essence of transactions 
to be undermined. Instead, auditors should increase 
their vigilance when the proposal of such transactions 
raises questions as to management's intentions and as 
to the condition of the company. 


Attempts by management to shift expenses from cur- 
rent accounts to reserve accounts or to capital accounts 
is also a cautionary note to accountants. In the items 
above, PMM aliowed Penn Central to shift expenses 
under highly unusual circumstances, as in the case of 
the New Haven maintenance costs and the mail and 
baggage handlers. 


Auditors also should be alert to the fact that where a 
company is experiencing a deterioration in its finan- 
cial condition and results, it may seek to avoid writing 
down loss operations or investments and might seek to 
keep the current losses from such operations out of 
the consolidated financial statements. The Lehigh 
Valley Railroad and the Executive Jet Aviation situa- 
tion described above are illustrations of that kind of 
desire by management, which must be resisted by 
auditors. The time when write-downs may be most 
needed is when a company is deteriorating and it is 
that very time when management will be particularly 
likely to want to avoid write-downs and will be will- 
ing to make representations to auditors to avoid the 
write-downs or to avoid consolidation of loss opera- 
tions. 


Another element in attempts by management to conceal 
in the financial statements the deteriorating condition 


of a company is the timing of recording large transactions. 


Some of the transactions described above were rushed to 
completion in the final moments of the financial period. 
Although this is not always a sign of improper manage- 
ment conduct, auditors should pay particular attention 
to such last minute transactions where the results of the 
company are declining or at a breakeven point as to 
profit and loss as in the Penn Central situation. 


When faced with the possibility that management may be 
attempting not to reveal major adverse business trends, 
auditors must recognize this and review accounting 
matters with a particularly critical outlook to make cer- 
tain that the financial results do not obscure the adverse 
business trend. The accountant must be certain that the 
treatment of all items fully conforms with the applicable 
principles. Moreover, the accountant must not view the 
treatment of items as acceptable merely because the 
treatment might be fitted within an applicable princi- 
ple, and innovative treatments which tend to increase 
reported earnings or decrease reported losses must be 
scrutinized with particular care. 


In our opinion, PMM, in auditing these statements, failed 
to heed the warning signs outlined above to insist on the 
application of appropriate accounting principles in the 
circumstances and to require adequate disclosures. In the 
Commission's view the statements were not a fair pre- 
sentation of business facts. 


Many of these transactions were presented to tine auditors 
with a variety of sophisticated justifications supporting 
management's accounting methods to be used in recording 
the transactions. The Commission believes that PMM 
viewed these justifications too narrowly and did not con- 
sider whether the justifications were applicable in the cir- 
cumstances. We consider it an auditor’s duty to insist on 
meaningful application of accounting principles and dis- 
closures in order that the financial statements reflect the 
business reality of the enterprise. 


STIRLING HOMEX 


Stirling Homex Corporation (‘Stirling Homex’’) was en- 
gaged in the business of manufacturing and selling com- 
pletely instalied modular dwelling units, ready for occu- 
pancy. The concept employed by Stirling Homex was 
hailed as revolutionary in that the corporation attempted 
to integrate the many phases of home construction on a 
fixed site. The modular units were manufactured at a 
plant, shipped to a site and thereafter assembled into 
multi-family dwelling units. 


Initially, Stirling Homex operated on a relatively limited 
scale. During the Company’s first full year of operations, 
the fiscal year ended July 31, 1969, approximately 61% 
of its revenues 62/ were derived from sales to entities 
controlled by the principal stockholders of the Company. 
For the succeeding two fiscal years nearly all revenue 

was derived from sales to local housing authorities and 
other non-profit entities who depended on Federal 
Government funding to finance the purchase of Stirling 
Homex dwelling units. 


Stirling Homex became a public corporation on Feb- 
ruary 19, 1970 through a public offering of 1,175,000 
shares of common stock at $16.50 a share. On July 29, 
1971 the Company made another public offering of 500,- 
000 shares of cumulative preferred stock at $40 per 
share. In July 1972, the Company filed a petition under 
Chapter X of the Bankruptcy Act. Thereafter the Com- 
mission began an investigation of the affairs of the Com- 
pany. 


Information obtained by the Commission in that investi- 
gation into the affairs and financial reporting of Stirling 
Homex for the period 1970 to 1972, indicates to us that 
a registration statement and certain reports issued by 
Stirling Homex and filed with the Commission included 
audited financial statements for the seven-month period 
ended February 28, 1971 and for the fiscal year ended 
July 31, 1971 which were false and misleading and did 
not present fairly. the consolidated financial position and 
results of operation of the Company in conformity with 
generally accepted accounting principles. 


The consolidated statements of income of Stirling Homex 
for the seven-month period ended February 28, 1971 
included in the registration statement for the preferred 
stock 63/ and the consolidated statements of income of 
Stirling Homex for the year ended July 31, 1971 con- 
tained in the Annual Report to Shareholders and Annual 
Report on Form 10-K for such fiscal year were false and 
misleading in that among other things: 
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-- all modular sales of $12,493,000 for the 
February 28, 1971 period and $25,292,600 
out of total modular sales of $29,482,271 
for the July 31, 1971 period were improper- 
ly recorded in that the purported sales were 
not supported by required financing com- 
mitments; 


-- installation sales were overstated by approxi- 
mately $3,723,000 out of a total reported 
installation sales of $5,137,000 for the Feb- 
ruary 28, 1971 period and $2,443,000 out 
of total installation sales of $7,200,000 for 
the July 31, 1971 period through the inclu- 
sion of sales from projects for which there 
were no commitments of financing and 
through Stirling Homex’s improper report- 
ing of approximately $1,000,000 as of Feb- 
ruary 28, 1971 and approximately $2,000,- 
000 as of July 31, 1971 of excess installa- 
tion costs as “cost overruns” reimbursable 
to the Company 64/; and 


--- general administrative and other expenses 
were materially understated by approxi- 
mately $832,000 as of February 28, 1971 
and approximately $1,000,000 as of July 
31, 1971, as a result of the improper capi- 
talizing of such expenses. Additionally, 
certain other expenses and construction 
costs were improperly capitalized. 


PMM examined and issued unqualified reports on these 
financial statements. Although it should be noted that 
it appears that officers and other representatives of 
Stirling Homex, as well as others, intentionally deceived 
PMM by misrepresentation and concealment of material 
information and even the creation of a forged or spurious 
document, our investigation causes us to believe that 
PMM’s examinations were not conducted in accordance 
with generally accepted auditing standards and we be- 
lieve, as is detailed within, that the accounting methods 
followed by Stirling Homex were not in accordance 
with generally accepted accounting principles. 


Stirling Homex accounted for its sales by separating 
the manufacturing and installation functions and by 
recording sales and income on the manufacturing as- 
pect of the transaction upon the supposed assignment 
of manufactured units to the requirements of a particu- 
lar housing agency customer. This was supported by a 
commitment of funding which was supposedly evi- 
denced by receipt of a letter of designation, feasibility 
letter or other similar document from the local agency. 
Stirling Homex treated the letters or other documents 
from the local agencies as the equivalent of a financing 
commitment, and PMM accepted this concept. 


In determining whether there existed a commitment 

of Federal financing, PMM relied on representations of 
Stirling Homex management, the Company’‘s supposed 
experts on government housing programs, an opinion 
of outside counsel furnished by management, appar- 
ent concurrence of other reputable organizations deal- 
ing with the Company, and the belief that local housing 
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authorities would not enter into contracts for projects 
without reasonable assurance that funding would be 
available. In fact, as we think PMM should have under- 
stood, in almost all cases the letters or other documents 
were not a commitment for Federal financing and with- 
out Federal financing the revenue from the project was 
not assured. 65/ The acceptance of these representations 
without further auditing work, particularly in the light 
of PMM’s lack of experience in this area, resulted in im- 
proper recognition of sales revenues. 


In summary, the Commission believes that the registra- 
tion statement, reports and the financial statements 
contained therein portrayed Stirling Homex as a healthy, 
prosperous company with increasing sales and earnings 
when, in fact, that company was experiencing serious busi- 
ness problems and financial difficulties. Moreover, nearly 
all of Stirling Homex’s sales and resulting accounts re- 
ceivable were either improperly recorded or fictitious, 

and the Consolidated Balance Sheet included in the 
Annual Reports materially overstated assets by approxi- 
mately $36,400,000 as a result of the inclusion in accounts 
receivable of sales from projects improperly recorded in 
the current and prior fiscal years. 


Stirling Homex Revenue Recognition Policies 


Stirling Homex contracted with its customers, primarily 
public housing authorities, to manufacture and install 
modular housing units resulting in a housing-development 
ready for occupancy. Modules were manufactured on an 
assembly line at Stirling Homex’s manufacturing facility 
in Avon, New York. The modules were later to be shipped 
to a construction site where they would be assembled into 
two, three and four bedroom apartments. The apartments, 
in turn, would be assembled into larger structures consist- 
ing of two to five apartments, depending upon the require- 
ments of an individualized site plan. The completed 
modules contained wall and floor coverings, drapery fix- 
tures and all other necessary appurtenances in order to 
make the multi-module dwelling unit ready for occupancy 
when assembled. 


The Company purported to follow a revenue recognition 
policy whereby revenue would be recognized on the sale 

of each module when manufacture of the module was 
completed and other events had occurred (including an 
irrevocable assignment of the modules to a specific con- 
tract and a firm commitment of funding for the project) 
which reasonably assured-the ultimate collectibility of the 
sales price. For purposes of revenue recognition, Stirling 
Homex made an allocation of the contract price as between 
module manufacture and module installation segments and, 
upon the manufacture and assignment of modules to a con- 
tract, the Company normally recorded as modular manu- 
facture sales approximately 55% of such total contract 
price. The accounts receivable resulting from the record- 
ing of sales upon completion of the manufacture of mod- 
ules were carried on the books of Stirling Homex as un- 
billed (not invoiced to customers) receivables. The por- 
tion of the total contract price allocated by the Company 
to module installation was recognized on the percentage 

of completion basis as site preparation and installation 
work was performed. 
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During the period relevant here, Stirling Homex’s cus- 
tomers consisted primarily of public housing author- 
ities who looked to Federal government housing programs 
as sources of financing for their proposed projects. The 
programs involved were low rent housing programs under 
the turnkey program of the Department of Housing and 
Urban Development (“HUD”) and a subsidized housing 
program under Section 236 of the National Housing Act 
administered by the Federal Housing Administration 
(“FHA”). In addition, Stirling Homex had one project 
under the rural housing program of the Farmers Home 
Administration (“Farmers Home”) of the Department 

of Agriculture. 


Most of Stirling Homex’s projects in the period under 
consideration were under the HUD turnkey program. 
The initial step in this program, following the receipt of 
proposals including proposed prices from a number of 
applicants, was the issuance by a local housing authority 
(“LHA”) of a letter of designation, designating an appli- 
cant, such as Stirling Homex, as the developer of a speci- 
fied project subject to specified conditions. Subsequent- 
ly, if the specified conditions were met, the letter of de- 
signation would be followed by a contract of sale be- 
tween the LHA and the developer, countersigned by 
HUD to evidence its commitment to finance the pro- 
ject. Until HUD countersigned the contract of sale, 
there was no legally binding commitment of govern- 
mental funds by HUD. Stirling Homex, however, began 
to manufacture moduels and recognize income with 
respect thereto prior to the countersigning of the con- 
tract of sale by HUD and in most cases recognized in- 
come upon receipt of a letter of designation. 


Commencing in the last quarter of the 1971 fiscal year, 
Stirling Homex recognized revenues on modules manu- 
factured in connection with three projects which were 
intended to be financed under the Section 236 program 
of the FHA. The initial step in this program was the issu- 
ance by the FHA of letters of feasibility. These letters, 
although indicating the FHA’s determination that the 
project was economically feasible and evidencing an in- 
tent to participate in the projects upon the satisfaction 
of certain conditions, did not in fact represent a legally 
binding funding commitment. 66/ Stirling Homex, 
however, began to manufacture modules and recognized 
income when a letter of feasibility was received. 


The third governmental program involved was the rural 
housing program of Farmers Home Administration, a 
branch of the Department of Agriculture. The one pro- 
ject purportedly financed under this program was the 
Greater Gulf Coast Housing Development Corp. project 
in Mississippi which is discussed below. Since the only 
purported commitment on the part of Farmers Home 
was a forged or spurious document committing $15 
million, it is unnecessary to discuss the normal opera- 
tion of this program. 67/ 


While reviewing Stirling Homex’s 1971 registration state- 
ment, the staff of the Commission’s Division of Corpor- 
ation Finance questioned the reasonableness of recog- 
nizing sales revenues in advance of the date on which 

the Company was able to validly invoice a customer. 68/ 
The staff requested that Stirling Homex revise its finan- 








cial statements to defer recognition of income to that 
point at which the amount recorded was validly billable 
to a customer. 69/ Had Stirling Homex complied with 
this request, its financial statements would have shown 
substantial losses from operations. 


Instead, Stirling Homex requested a meeting with the 
Division of Corporation Finance to discuss its accounting 
practices. During this meeting, 70/ and in a written state- 
ment submitted shortly after the meeting, Stirling Homex 
set forth its rationale for the allocation of the total con- 
tract price between the module manufacturing phase and 
the installation phase and represented that no sales were 
recognized with respect to module manufacturing unless 
the following five conditions were met: 


“(1) The Company must be designated by the LHA 
non-profit sponsor or other agencies as the contrac- 
tor for the project. This designation is supported by 

a formal commitment from the customer to the Com- 
pany. 


(2) The customer must have obtained and submitted 
evidence to the Company that a commitment of 
monies to fund the project has been obtained from 
the appropriate governmental agency under which 
the project has sponsorship. 71/ 


(3) The numbers and types of modules and the 
general site plan and improvements must be identi- 
fied and be the subject of the agreement between 
the Company and its customers. 


(4) The Company must assign the manufactured 
module to a specific project and physically identify 
the module as being assigned to and reserved exclu- 
sively for the specific project and customer. (This 
identification was to be physically attached at the 
earliest stage of the manufacture of the module.) 


(5) The module must be completed and be ready 
for shipment to the customer.” 


In short, it was represented to the Commission by Stirling 
Homex that before income was recognized in connection 
with module manufacture all events had occurred which 
reasonably assured the ultimate collectibility of the sales 
price properly allocable to such manufacture. 


This representation was false and the Commission has 
concluded that with respect to virtually every project as 
to which the Company recognized income at the point of 
module manufacture, one or more of the five conditions 
stated above had not in fact been satisfied at the time of 
income recognition. 


General site plans were rarely in existence at the time 
sales and income were recognized from the manufacture 
of the modules. Because irrevocable assignment of mod- 
ules to a particular project was, in many instances, large- 
ly impossible until such site plans were developed, the pur- 
ported assignment of modules to projects indicated in 

the computer runs and other records of the Company 
shown to PMM, was essentially a sham. In fact, the mod- 
ules were maintained for the most part on an unsegre- 
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gated basis and shifted and reassigned from project to 
project where the need arose. 72/ 


More importantly, in virtually every instance there did 
not exist a firm and legally binding commitment of 
Federal funds to finance the project. The non-profit en- 
tities (some of which were “‘shells”) and the LHA’s do- 
ing business with Stirling Homex did not have substan- 
tial funds of their own. The letter of designation and 
feasibility letters did not represent legally binding 
commitments of funds to purchase the projects and 
were subject to a number of stated conditions, such as 
selection and approval of a site, satisfaction of various 
zoning and building code requirements and agreement 
on an ultimate contract price. In almost all cases there 
was no commitment of funding to finance the projects 
at the time income was recognized. 


In contrast to its representations to PMM and the staff 
of the Commission, that these conditions would routine- 
ly be satisfied, the Company, in practice, experienced 
great difficulties in finding acceptable sites (because of 
local opposition to the projects and other political 

and social problems) and in obtaining the zoning and 
building code variances necessary for its projects. In 
some instances it also had difficulties in reaching 
agreement on the ultimate contract price. 


Moreover, the Commission believes that the allocation 
of the contract price as between module manufacture 
and installation was arbitrary and did not accurately 
reflect either the relative costs of each segment of 

the total sales price nor the relative profitability of 

the two segments. In fact, the actual costs of installa- 
tion in most of the projects completed by the Company 
substantially exceeded those portions of the applicable 
total contract prices that Stirling Homex allocated to the 
installation work--at least, when there is taken into con- 
sideration the cost overruns improperly classified by the 
Company as accounts receivable. 


Stirling Homex’s accounting policy with respect to the 
recognition of sales and income upon completion of the 
manufacture of modules, which permitted the Company 
to front-end and prematurely report sales and earnings, 
was not in accordance with generally accepted account- 
ing principles. 73/ Following the manufacture of a mod- 
ular housing unit for sale to an LHA, Stirling Homex still 
owned the modules and bore the risk of a loss. 


The Commission believes that the percentage of comple- 
tion method of income recognition was inappropriate 
with respect to the installation portion of the projects 
74/ since, among other things, the total time required 
for manufacture of the modules, preparation of the site 
and installation of the modules did not require more 
than a few months--assuming site selection, funding ap- 
provals and other local approvals were in fact in hand-- 
and, therefore, the contracts probably could not be 
properly considered as long term contracts. 


Retention of PMM 


Stirling Homex began to search for a new accounting 
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firm in January of 1971 after encountering resistance 
to certain of its accounting practices on the part of 
Harris Kerr Forster and Company (“HKF”), its auditors 
for the fiscal year ended July 31, 1970.* Stirling Homex 
apparently contacted a number of accounting firms, in- 
cluding members of the so-called “big eight.” In late Feb- 
ruary of 1971, PMM was retained by Stirling Homex. 


PMM was not aware of the approaches by the Company 
to other accounting firms or of the disagreements be- 
tween HKF and the Company. 75/ PMM was informed 
that the principal reason for the change in auditors was 
purportedly the Company’s desire and that of its invest- 
ment banker to obtain a “big eight” firm. PMM also 
asked HKF if there were any professional reason why 
PMM should not accept the engagement. In addition, 
PMM made inquiries concerning Stirling Homex and 
learned that the Company had reputable outside direc- 
tors, legal counsel and bankers. 


PMM was retained to perform an audit of Stirling 
Homex’s financial statements for the seven months 

of the Stirling Homex fiscal year ended February 28, 
1971. PMM was informed that such financial state- 
ments were to be included in the registration statement 
to be filed by Stirling Homex with the Commission. The 
account was assigned to a partner in PMM’s Newark, 
New Jersey office. The audit work, however, for the 
Stirling Homex account was to be performed by the 
PMM staff located in Rochester, New York, working 
under the direction of a PMM partner in that office. 


PMM assigned an SEC reviewing partner from the New 
York office to the Stirling Homex audit who participated 
in several meetings where significant decisions were made 
concerning unresolved audit questions. However, the SEC 
reviewing partner was unfamiliar with the income recog- 
nition policies of Stirling Homex and the government 
housing programs being utilized by customers of Stirling 
Homex. He did not review the audit workpapers and, in 
connection with the February 28, 1971 audit, met only 
once with the other PMM auditors for face-to-face dis- 
cussion of the audit. 


The Financial Statements of Stirling Homex Reported on 
by PMM 


There is set forth below analyses of specific aspects of 
PMM’s audit of the Consolidated Financial Statements 

for the seven month period ended February 28, 1971 

and for the twelve month period ended July 31, 1971. 

In the view of the Commission, these analyses demonstrate 
that in a number of respects PMM’s conduct of the audits 
was not in accordance with generally accepted auditing 
standards. 


*See Accounting Series Release No. 174 issued today 
by the Commission with respect to the activities of 
HKF. 
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in a number of important areas, PMM unduly relied on 
the representations and interpretations of Stirling Homex 
management, and on management-prepared schedules 

and workpapers. It appears that this reliance was due in 
part to the inexperience of the PMM personnel and their 
unfamiliarity with government housing programs, govern- 
ment contracting or construction companies. Many such 
management representations were intentionally false and 
misleading and constituted part of a deliberate effort by 
management of the Company to deceive PMM, among 
others, as to the true status of a number ot significant 
affairs. However, in the Commission’s view, PMM ac- 
cepted uncritically the representations of Stirling Homex 
with respect to these matters and did not take those steps 
which were required under the circumstances in order to 
verify the accuracy of the Company’s assertions. 


Thus, PMM’s personnel relied on management's representa- 
tion that a letter of designation represented a firm commit- 
ment of financing for a HUD turnkey project. As discussed 
above, letters of designation did not constitute a commit- 
ment of government financing and, should not have been 
relied on for that purpose by PMM. Documentation evi- 
dencing a legally binding commitment of governmental 
financing rarely existed prior to the reporting of income 

by Stirling Homex. 


In several instances Stirling Homex obtained from the 
LHA contracts of sale on which the required HUD signa- 
ture evidencing that funds had been authorized and re- 
served for the purchase of the development was missing. 
Absent such signature, there was no assurance that the 
project was eligible for financial assistance, that the funds 
had been properly authorized or that funds had been re- 
served by the government and were available to effect 
payment and performance by the purchaser LHA. 76/ 
Despite the fact that these documents should have been 
recognized as being incomplete, PMiM’s personnel re- 

lied on the oral representations of Stirling Homex manage- 
ment that in practical effect financing had been committed 
to these projects. In the Commission’s view this reliance 
was improper. 


Similarly, PMM’s personnel relied on the representations 
of management and an opinion of outside counsel ex- 
pert in FHA matters furnished by management that 
letters of feasibility in practice represented financing 
commitments by the FHA. Although a feasibility letter 
was an important first step in obtaining FHA financing 
and indicated a strong interest in the project, feasibility 
letters in general, and the feasibility letters involved here 
in particular, were subject to specified conditions and, in 
the Commission’s view, they did not represent a binding 
commitment of funds for the project for income recogni- 
tion purposes. 


The obtaining of a commitment of funding was an es- 
pecially serious matter since the LHAs and other non- 
profit entities doing business with Stirling Homex were 
without financial resources and any agreements they 
entered into with Stirling Homex required financial 
backing of the Federal government. However, the 
auditors did not adequately familiarize themselves 

with the governmental housing programs despite their 
lack of prior experience with these programs and did 


not contact any Federal agency in order to verify 
the existence of commitments to finance the hous- 
ing projects involved. The auditors’ assumption that 
the LHAs would not enter into agreements with Stir- 
ling Homex without reasonable assurance of govern- 
ment financing was, in the Commission’s view, unwar- 
ranted. 


PMM’s personnel relied on management-prepared 
schedules and workpapers, including computer runs 
of module assignment to projects, without adequate 
independent verification of their accuracy. As it 
turned out such schedules were essentially meaning- 
less unless a final site plan for the project existed. 
Such a site plan did not exist in many cases. They 
did not perform the extended audit steps which the 
Commission believes were called for with respect to 
the accounts receivable resulting from the improper 
and premature recording of module sales from periods 
preceding its engagement by Stirling Homex, carried 
on the books of Stirling Homex as unbilled accounts 
receivable. 


In the Commission’s opinion, the confirmation pro- 
cedure used by PMM with respect to unbilled re- 
ceivables was inadequate. The confirmations which 
were sent to the LHA’s sought, for the most part 

only confirmation of the existence of a letter of desig- 
nation or contract and the basic terms of the agree- 
ment, /.e., the number of housing units and price. In 
the Commission’s view, information on the status of the 
project should also have been sought from the LHA’s 
and, although it was perhaps reasonable to assume 

that an LHA would not confirm a project unless govern- 
mental funding was in fact available, the confirmations 
should have specifically requested confirmation of a 
funding commitment. 


The Commission also believes that the handling of the 
confirmations by the audit staff was faulty in that they 
failed to take extended audit steps to evaluate the sig- 
nificance of remarks written on certain of the confirma- 
tions or deviations from normal confirmation practices, 
such as, in one case, the return of a confirmation to the 
company rather than to the auditors. 


February 28, 1971 Audit 


Listed below is a schedule of projects for which Stir- 
ling Homex, in the Commission’s view, improperly 
recorded sales during the seven months ended February 
28, 1971. 





Percent 
Module Sales Total Sales 
Portland Project $ 569,200 45 
Rochester 1,200,400 9.5 
Ithaca 721,600 5.7 
Washington, D. C. 678,400 5.4 
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Percent 


Module Sales Total Sales 


Mississippi GGC 7,916,000 62.8 
Additional sales 

recognized on pro- 

jects previously 

recorded in the 1970 


fiscal year 2,522,400 12.1 


$12,608,000 100.0 





(a) Mississippi GGC Project 


This project accounted for 62.8% of the module revenue 
reported for the seven-month period ended February 28, 
1971 and represented over 44% of the total revenue re- 
ported for the period. 


In December, 1970, Stirling Homex entered into a 
contract (subsequently amended) with the Mississippi 
Greater Gulf Coast Housing Development Corp. 
(“GGC”), 77/ anon-profit corporation with no finan- 
cial substance, for the construction of 800 modular 
units for $15,000,000 with the funding to be provided 
by the Farmers Home Administration, an agency of the 
Department of Agriculture (“Farmers Home”). 


As evidence of the financing commitment necessary 
for the inclusion of sales and earnings from this pro- 
ject in the financial statements, PMM’s personnel re- 
lied on a letter to GGC from Farmers Home dated 
February 22, 1971 which purported to represent a 
commitment of government financing for $15 million. 
78/ This letter was a forged or spurious document on 
the stationery of Farmers Home. 79/ GGC had neither 
a history of operations, nor any financial substance. 
Since there was no funding for the project, it should 
not have been included in sales. 


The contract with GGC was subject to agreement on 
acceptable sites for the projects conditioned upon the 
approval of the appropriate governmental funding 
agency and the obtaining of financing from the appro- 
priate governmental funding agency. No site plans or 
proposed site plans existed. No modules were ever 
shipped to Mississippi for this project, and the project 
was never built. 


Because of the magnitude and effect on the Stirling 
Homex financial statements of the sales and earnings 
of this project, it should have been audited with great- 
er care than PMM exercised. 80/ PMM’s personnel, 
without knowing even the general guidelines of the 
Farmers Home program, accepted their reading of 
the February 22, 1971 letter and the oral representa- 
tions of Stirling Homex management at a meeting 
described below as a sufficient basis to conclude 
that there was a firm commitment of financing for 
this project. 


On March 19, 1971, three PMM auditors, including the 
client partner and the SEC reviewing partner, visited 


328/SEC DOCKET 


the offices of Stirling Homex to discuss with Stirling 
Homex management problem areas of the audit then 
being conducted. Among the areas discussed was the 
absence of evidence of such financing. 81/ 


At this meeting the management of the Company sub- 
mitted the $15 million commitment letter for the in- 
spection of the PMM auditors. These auditors requested 
a copy of the letter for their files, but the management 
of the Company stated they could not provide one at 
that time, stating that there were “political reasons” 
for keeping the letter confidential until local announce- 
ments were made by the sponsor of the project. No 
copy of the letter was subsequently obtained, nor did 
the auditors make an abstract of its terms or attempt to 
verify the authenticity of the document through direct 
communication with the Farmers Home. There was no 


other documentary support in PMM’s workpapers demon- 


strating a firm commitment of financing necessary to 
justify recording the Mississippi GGC project in sales. 


Under the GGC contract the non-profit group was re- 
sponsible for obtaining 100% financing from a govern- 
ment agency. The financing provision was later modi- 
fied and U. S. Shelter (“USS”), a wholly-owned sub- 
sidiary of Stirling Homex, was to arrange financing 

and receive a 2% financing fee ($300,000) upon accept- 
ance of this provision by the GGC. 


The financing fee of $300,000 was reflected in the Con- 
solidated Statement of Income contained in Stirling’s 
Homex’s 1971 registration statement. The footnotes 

to the financial statements disclose that this fee was 
earned under an agreement with a non-affiliated cus- 
tomer whereby USS had rendered certain services to 
the customer which included the obtaining of a com- 
mitment from a Federal agency for permanent finan- 
cing of a housing project. This income was improperly 
recognized. This footnote is false and misleading in 
that although this agreement, as shown to PMM, was 
dated February 15, 1971, it was in fact signed in 

March -- after the balance sheet date -- and thus the 
non-affiliated customer had not retained USS’s ser- 
vices as of the balance sheet date and as indicated above, 
USS had not obtained any commitment of permanent 
financing from a Federal agency nor rendered any 
other services to this customer. 


Although PMM mailed a confirmation to GGC concern- 
ing this USS financing fee, the confirmation was not re- 
turned. PMM did receive, however, a letter from the 
GGC’s attorney who stated that USS’s proposed finan- 
cing commitment to GGC on February 15, 1971 had 
been accepted by GGC, but that such fee was subject 
to certain terms and conditions of the agreement 

dated February 15, 1971 and that payment of the fee 
was to be deferred until the date of any loan closings. 
The letter did not state when the proposed financing ° 
agreement had been accepted by GGC. 


The auditors had a copy of the February 15, 1971 
agreement in their workpapers. They questioned the 
recognition of income by USS of this fee since there 
was no indication that USS had obtained any commit- 
ment for financing. To provide evidential matter to 
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support this financing fee, PMM obtained from Stirling 
Homex a copy of an ambiguous letter from Stirling 
Homex’s bank which, stated that the bank had approved 
an unsecured $15 million line of credit, but also stated 
that borrowing under the line was to be limited to $3 
million outstanding at any one time. Despite the ob- 
vious ambiguity in the letter, the auditors did not con- 
firm the commitment’s existence or its terms with the 
bank. 


(b) Rochester, New York Project 


in late 1970, Stirling Homex submitted a proposal to the 
Rochester Housing Authority (“RHA”) to develop a 
turnkey project of 91 units on four scattered sites for 
approximately $2.3 million. No contract or agreement 
was executed for this project. Stirling Homex recorded 
$1.2 million in modular sales on this project on the 

basis of a letter of designation from the RHA dated Feb- 
ruary 26, 1971. These sales constituted a material por- 
tion of total sales for the seven-month period. 


PMM sent a letter to the RHA requesting confirmation 
that RHA had accepted Stirling Homex’s proposal for 
the 91 units. The letter was returned to PMM marked 
correct with an attached copy of the letter of designa- 
tion for 91 units that the RHA had sent to the Com- 
pany. 


The designation letter, while tentatively designating 
Stirling Homex as developer of the project, set forth 
aschedule of events and approvals including site 
approval by various authorities, negotiation of the 
ultimate price that would have to be effectuated prior 
to the execution of a firm contract of sale, and a com- 
mitment of Federal assistance in financing the purchase 
of the projects by the RHA. PMM also obtained from 
Stirling Homex a copy of a letter dated February 26, 
1971 to the RHA from the Area Director of HUD 
which authorized the RHA to designate Stirling 
Homex as the turnkey developer of the project, sub- 
ject to the RHA’s letter of designation containing 

the phrase “subject to site approval by the City of 
Rochester.” 


The auditors established no procedures to monitor the 
accomplishment of the events outlined in the designa- 
tion letter. The various problems of rezoning, adequate 
sewage systems, and local governmental approvals were 
never resolved. The proposed Rochester sites were 
found unacceptable by HUD and the project was never 
constructed. 


There was no legally binding contract in effect between 
the RHA and HUD or other evidence of financial com- 
mitment for this project. Therefore, sales and income 
in this project should not have been recognized. 


(c) Washington, D. C. Project 


A proposal was made to the National Capital Housing 
Authority (“NCHA”) in the fall of 1970, to develop 

this turnkey project which would consist of 51 dwelling 
units for a proposed purchase price of $1,217,640. No 
contract was obtained by Stirling Homex on this project 


at any time. For the seven month period ended Feb- 
ruary 28, 1971 Stirling Homex recorded modular 
sales of $678,400 for the project. 


PMM workpapers contain only three documents to 
support recognition of $678,400 of module revenues 
on this project. One document was a copy of an un- 
dated letter proposing two possible housing develop- 
ments to the NCHA. Another was a letter dated Feb- 
ruary 26, 1971 from the NCHA to Stirling Homex in- 
forming the Company that it had been selected as the 
turnkey developer for a particular site and additionally 
informing the Company that approval by the commun- 
ity as well as by the Board of Directors of the District 
of Columbia Redevelopment Land Agency (“RLA”) 
was required for the development. 


The third letter from the RLA, also dated February 

26, 1971, indicated that the RLA approved the selec- 
tion of Stirling Homex as the developer of the site but 
that final approval could only be given after public 
hearings before the RLA’s Board of Directors. No audit 
procedures were undertaken by the staff of PMM to 
determine whether the required approval was ever ob- 
tained for this development. 


A letter, dated March 12, 1971, was sent to the NCHA 
by PMM requesting that they confirm the acceptance 
of the Company’s proposal for a 51 dwelling unit 
housing development. This letter was returned to PMM 
signed by an official of the NCHA indicating the infor- 
mation was essentially correct. A typewritten note on 
the returned NCHA confirmation informed PMM that: 
“Before the proposal is finalized the Authority, RLA 
and the HUD Regional Office must review and approve 
construction and financial details.” 82/ 


The Commission believes that, in the circumstances, 
there did not exist evidence of a commitment by 
NCHA to purchase the housing units, or a commit- 
ment by HUD to finance the project and this income 
should not have been recognized. 


(d) Portland, Maine Project 


At the time of income recognition, there was no firm 
commitment of funding for this project although a sub- 
sequent commitment was later obtained in July of 1971 
and the project was completed. PMM received from Stir- 
ling Homex a copy of a turnkey agreement dated Jan- 
uary 28, 1971 entered into by Stirling Homex and the 
Portland Housing Authority (“PHA”) for the sale of a 
50 dwelling unit housing development for $1,280,662. 
Stirling Homex included in sales $569,200 from this 
project. There was no funding for this project identified 
in the space provided in the contract. Further, the agree- 
ment was not signed by HUD. Consequently, there was 
no evidence of a legally binding commitment of federal 
monies to fund the purchase of the project at the time 
of the completion of the audit field work. 


As late as June 25, 1971 Stirling Homex, PHA and HUD 
were still negotiating over price and specifications for 
the project, and it was not until July 22, 1971 that a 
firm contract was executed by the PHA, HUD and 
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Stirling Homex. 
(e) /thaca, New York Project 


PMM obtained from the Company as evidence that a 
contract of sale existed a document dated March 3, 

1971 by which the Ithaca Housing Authority (“IHA”’) 
contracted to purchase from Stirling Homex a com- 
pleted housing development consisting of 54 dwelling 
units for $1,233,050. Although the development was 

to be purchased and funded under the turnkey program 
of HUD, no turnkey contract in the required HUD form 
was executed. There was no formal commitment of Fed- 
eral funding as of the February 28, 1971 period although 
a formal commitment was subsequently obtained and 
the project was completed. Sales of $721,600 from this 
project were included-improperly in the Commission’s 
view--for the February 28, 1971 period. 


(f) Accounts Receivable at February 28, 1971 


In addition to the newly recognized sales during the 
period under audit, Stirling Homex carried a substantial 
amount of accounts receivable and cost overruns on pro- 
jects recorded as sales during the 1970 fiscal year, which 
were also audited by PMM during its audit of the seven- 
month period. Listed below are some of the projects 
and the amounts of the accounts receivable which the 
Commission believes were improperly recorded as of 
February 28, 1971: 


Accounts 
Project Receivable 
Hillwood, Akron $4,470,000 83/ 
Highland, Akron 3,352,020 
Bridgeport Street, 
Worcester 329,500 
Providence Road, Worcester 416,100 
Bird and Pearl, Erie 1,283,000 
Pittsburgh, Erie 444 400 
Grandview, Erie 1,174,600 
North Street, Worcester 469,000 


All the above accounts receivable recorded on Stirling 
Homex’s financial statements as of February 28, 1971 
were recorded, although in several instances in substan- 
tially smaller amounts, during the 1970 fiscal year of 
Stirling Homex ended July 31, 1970. The delays in 
payments and progress on these projects had continued 
as of February 28, 1971 and should have prompted ex- 
tended audit procedures. 


With certain exceptions, these projects were in essentially 
the same posture as they were in the prior fiscal year in 

that there had been little installation work accomplished, 
no money collected and no formal commitment of funds 
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by any government agency. 84/ The terms of some of 
the agreements themselves, had expired, such as the 120 
day completion clause. All of these projects were HUD 
turnkey projects. The supporting agreements were not 
executed by HUD and therefore not backed by a funding 
commitment. 


During the audit, PMM’s personnel learned that the pro- 
posed site for the Bridgeport project had to be abandon- 
ed. They received the following statement on a returned 
confirmation form the Worcester Housing Authority 
that referred to Stirling Homex’s dealings with them on 
the Bridgeport project: 


“In July 1970 this Authority and Kabeth Proper- 
ties, Inc. were in the process of negotiating a 
contract for the purchase of 25 units to be erect- 
ed on Bridgeport Street in Worcester, Massachu- 
setts for the sum of approximately $563,350.00. 
Because of problems involving site location, the 
proposed site had to be abandoned. At the pre- 
sent time, the Authority is awaiting submission 
by Kabath Properties, Inc. of a set of contract 
documents for approximately the same number 
of units on a suitable site in Worcester, Massachu- 
setts.” 


July 31, 1971 Audit 
Listed below is a schedule of projects for which the 


Commission believes Stirling Homex improperly re- 
corded sales during the fiscal year ended July 31, 1971: 





Percent 
Module Sales Total Sales 

Rochester $1,200,400 4.1 
Washington, D. C. 678,000 2.3 
Mississippi GGC 8,520,400 28.9 
St. Thomas, V. I. 1,360,000 4.6 
St Croix, V. |. 1,360,000 4.6 
Clay 1,951,000 6.6 
Morgantown 2,418,000 8.2 
Stanley Simon 6,282,500 21.3 
Grandview 317,600 1.1 
Hillwood 86,800 0.3 
Highland 1,118,000 a8 

$25,292,600 85.8 
Total Sales $29,482,271 
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(a) Virgin Islands Projects 
The documentation in PMM’s workpapers for the two pro- 
jects was identical and the contracting entity was the 

same, Quantum Development Corporation (“Quantum”), 
anon-profit corporation sponsoring the housing develop- 
ment pursuant to the FHA’s Section 236 program. 


The earliest dated contracts were purchase agreements 
executed September 22, 1970. The term sof the pur- 
chase agreements called for the sale of 200 dwelling 
units for a total purchase price of $2,720,000 for each 
of the locations. Stirling Homex was to pay for the ship- 
ment of the modules to their respective locations and 
only to supervise their installation. 


PMM’s workpapers also contained a feasibility letter 
dated January 8, 1971 addressed to the Virgin Islands 
Foundation for Housing and Economic Development 
(“VIFHED”) St. Croix, Virgin Islands. This letter had 

an expiration date of 30 days and had not been renewed. 
PMM’s personnel did not know of any relationship be- 
tween the VIPHED and Quantum, nor did they do any 
follow-up procedures to determine whether the feasi- 
bility letter had been renewed. 


Asecond agreement between Quantum and Stirling 
Homex, dated June 1, 1971, was also in PMM’s work- 
papers. This purchase agreement called for the pur- 
chase by Quantum of 100 dwelling units for a price 
of $1,360,000 for each of the two sites or a total of 
$2,720,000 for 200 dwelling units. According to the 
terms of this contract, payment was to be in the form 
of an irrevocable letter of credit to be issued by the 
First Pennsylvania Trust Company of Philadelphia. 
Other conditions set forth in the agreement were: 


(1) Approval of the modules by the FHA; 


(2) Payment was to be made on the issuance of 
an appropriate bill of lading; and 


(3) The modules were to be constructed in 
accordance with the plans and specifications. 


The workpapers of PMM indicate that reliance for the 
commitment to fund the project was placed on the 
expired feasibility letter and on oral representations 
by the Company that a bank letter of credit had been 
furnished to Stirling Homex. In fact, a letter of credit 
had not been obtained by Stirling Homex at the time 
of PMM’‘s audit and neither this letter of credit nor 
other financing was subsequently obtained. 


On July 31, 1971, PMM sent a confirmation to Quan- 
tum to confirm information concerning its contract 
with Stirling Homex dated September 22, 1970 of 
400 dwelling units for $5,400,000 with the terms of 
Payment 10% of the units upon approval and accept- 
ance of plans and specifications by mortgage and the 
balance upon acceptance of modules at the factory. 
The confirmation was returned marked incorrect and 
there was a letter attached which said there was a new 
contract dated June 1, 1971 for 200 dwelling units at 
$2,720,000. In addition, the letter indicated that 10% 





of the contract price was to be paid upon approval and 
acceptance of the plans by the mortgagee and the bal- 
ance upon acceptance of the modules at Stirling Homex’s 
plant. 


Moreover, in a note to its workpapers in the July, 1971 
audit, PMM indicated the following as to this project: 


“FHA financing being processed by the LHA there 
so Stirling does not keep up on their progress. Stir- 
ling and PMM are relying on the bank letter of 
credit for the credibility of financing monies.” 


(b) Clay, New York Project 


This project involved an application with FHA under a 
Section 236 program of 150 dwelling units for a total 
price of approximately $3.5 million. The applicant on 
the project for which Stirling Homex was to be the 
builder was Clay Development Corp. (“Clay”), a wholly- 
owned Stirling Homex subsidiary. Clay, in turn, had an 
agreement with a non-profit sponsor under which the 
project would be purchased by the sponsor upon comple- 
tion. In the closing days of the 1971 fiscal year, Stirling 
Homex recorded about $2 million of modular sales on 
this project. 


Sales were recognized on the basis of a feasibility letter 
dated July 30, 1971 from the FHA. The letter by its 
terms specified that its issuance was subject to receipt 
of an allocation of Federal funds. Further, the letter 
indicated that prior to the commencement of subse- 
quent processing, a municipal tax abatement for the 
project would be required. Thus, the letter did not 
evidence a firm commitment of financing. Had they 
extended their audit procedures, the auditors could 
have discovered that no commitment of federal funds 
had been made. 


Additionally the purported arrangement between Clay 
and the non-profit sponsor for the resale of the project 
was a sham. 85/ Therefore the purported sale was only 
to Clay, a wholly-owned subsidiary of Stirling Homex. 
As such it should have been reflected in the financial 
statements as a sale to an affiliated company. 


(c) Morgantown, West Virginia Project 


This project involved an application with FHA under 
Section 236 for 200 units for a total price of approxi- 
mately $4.3 million. During the fourth quarter of the 
1971 fiscal year ended July 31, 1971, Stirling Homex 
recorded approximately $2.5 million of modular sales 
on this project, using as a basis for evidence of firm 
commitment of financing on the project a letter dated 
July 30, 1971 from the FHA to Aquarius Development 
Corp. (“Aquarius”), a wholly-owned subsidiary of 
Stirling Homex. The project was the result of a con- 
tract between Aquarius and a non-profit entity. 


The letter, while cast in the form of a feasibility letter, 
was in fact merely an offer to Aquarius to submit a 
revised application for a feasibility letter. It was not a 
firm commitment of financing and the Commission 
believes should not have been relied on as evidence of 











SEC DOCKET/331 








such a commitment. The modules that were supposedly man- Listed below are several examples: 


ufactured for this project were structurally unsuitable be- 
cause they were over two feet short of the required length. 
This proposed project was later abandoned for this reason 
and because of inability to obtain financing. 


Moreover, as in the case of the Clay project, the purport- 
ed agreement to sell the project to a non-profit sponsor 
was a sham. 


(d) Stanley Simon Project 


In the 1971 fiscal year ended July 31, 1971 modular 
manufacturing sales of nearly $6.3 million were record- 
ed on this project on the basis of an agreement dated 
April 23, 1971 between Stirling Homex and Stanley 
Simon and Associates (“Simon”) acting on its behalf 
and behalf of limited partnerships to be formed in the 
future. The agreement provided for the purchase of 1,000 
modules at $11,000 per module for a total price of 
$11,000,000. It called for a $25,000 down payment on 
each site with the projects to be financed conventionally 
rather than through government programs. Each site for 
the modules was to be approved by both parties. For 
the most part, there was no commitment of financing 
on the project and there was no assurance that Simon 
would be able to arrange such financing. 86/ In early 
July, 1971 Stanley Simon and Stirling Homex began 
drafting a contract to cover the 1,000 module units 
pursuant to the terms set forth in the April 23rd letter 
of understanding but this contract was never finalized. 


During the July 31, 1971 audit, PMM’s personnel realized 
that a firm commitment of financing was unavailable in- 
asmuch as they specifically noted in their workpapers 
that financing for this project was “pending”. The re- 
view notes compiled by the PMM audit manager indicate 
that as late as September 23, 1971, subsequent to the 
date of PMM’s report, PMM should “obtain proof of 
100% permanent financing.” 


A PMM partner was aware that financing was not com- 
mitted for the sales recorded on the Simon project by 
the close of the 1971 fiscal year and not obtained dur- 
ing the audit period. He was not concerned with the 
absence of any firm commitment because he relied on 
the reputation of Simon personally and the fact that 
Simon was known to be a man of considerable wealth. 
The partner felt that this was sufficient reason to per- 
mit income recognition on the project. 


(e) Stirling Homex Accounts Receivable as of July 31, 
1971 


Receivables associated with revenues recorded in fiscal 
1970 on many of the projects discussed above were still 
carried as receivables at the end of fiscal 1971. 87/ There 
is evidence in the PMM workpapers that there were sub- 
stantial problems with respect to many of these projects. 
The Commission believes that PMM failed to take ade- 
quate audit steps to assess the significance of these prob- 
lems, relying on optimistic representations of Stirling 
Homex management which were received in response to 
the auditors’ inquiries. 
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(1) Pittsburgh Project Receivable of $444,000. PMM 
was informed by Stirling Homex that HUD had expressed 
reservations about the project site and Stirling Homex 
had indicated it could substitute another site if neces- 
sary. There is no indication that PMM examined any 
correspondence or other documentary support for this 
statement by management. 


(2). Washington Project Receivable of $678,400. PMM 
was informed during the 1971 fiscal year audit of the 
substantial delays being experienced with respect to this 
project because of the necessity of obtaining numerous 
approvals. 


(3) Grandview, Erie Project Receivable of $1,269,600. 
During the 1971 fiscal year this project was substituted 
for the 37th and Tuttle Street Project in Erie, Pennsy!l- 
vania, on which sales were recorded during Stirling 
Homex’s 1970 fiscal year pursuant to an agreement 
with the LHA. As noted in their workpapers, the audi- 
tors was aware of the “political and community en- 
tanglements” being experienced by Stirling Homex. 


(4) Bridgeport Project Receivable of $329,500. PMM 
knew that this receivable was troublesome because no 
new replacement site had been located for the previous- 
ly abandoned site and any replacement site was subject 
to HUD’s approval. 


(5) Mississippi GGC Receivable of $8,520,400. PMM 
learned during the 1971 fiscal year audit that Stirling 
Homex was making application and seeking approval 
for several sites through the Farmers Home. PMM 
learned that a $750,000 “prototype” project proposal 
for 50 out of the 800 units had not received final ap- 
proval by the time the audit was being performed. 88/ 
Moreover, the modules had not been shipped to Missis- 
sippi. 


(6) Hillwood Project Receivable of $7,240,000. This 
project, which had been carried as a receivable by Stir- 
ling Homex since October of 1969, had almost no site 
work accomplished and was encountering zoning prob- 
lems. Stirling Homex had reduced the number of mod- 
ules for this project. Despite the size and age of this 
proposed project PMM took no extended audit steps 
with respect thereto. 


(7) Highland Project Receivable of $3,352,000. At 
the close of the 1971 fiscal year of Stirling Homex, 
there had been no progress on this project even though 
it was a large receivabie and had been recorded in the 
1970 fiscal year of Stirling Homex. The project site 
had been switched from the Highland Street, Akron 
location to a completely different site in East Barber- 
ton, Ohio. The sales that had supposedly represented 
the Highland project were not reversed on this project 
but merely switched to the Barberton Project. How- 
ever, in October of 1971, Stirling Homex entered into 
an entirely new contract of sale which was approved 
by HUD and the project was ultimately completed 
and paid for. 








oi "oo oa 4 


Fr far 


A 


-_= «4. 2 28 = 26 oe —_ — 5 heer wt OS th 6h, 


eS a ee ae ae 








Cost Overruns on Stirling Homex Projects 


By the close of its 1971 fiscal year, Stirling Homex 
had incurred over $1 million of cost overruns on 
various projects, which were carried on its books as 
receivables. Further, Stirling Homex carried an addi- 
tional $1,000,000 of cost overruns as Contracts in 
Progress. 89/ These cost overruns represented addi- 
tional costs incurred by Stirling Homex in excess of 
that portion of the contract price allocated to in- 
stallation sales, which additional costs had not been 
and were not reimbursable under the terms of the 
applicable contracts. The existence of these cost 
overruns was not properly accounted for in Stirling 
Homex’s financial statements nor disclosed in the 
accompanying footnotes. 


Despite the unusual nature and size of these cost 
overruns PMM did not undertake adequate audit 
steps in that it failed to obtain reliable support for 
their collectibility. 


Subsequent Discovery of Improper Business Activities 


After being shown Stirling Homex’s Form 10-O for 
the period ended October 30, 1971, PMM personnel 
learned that the $2,720,000 in modular sales for the 
Thomasville and St. Croix projects had been reversed, 
that the modules had been reassigned to another pro- 
ject and that these facts were not publicly known. 
The Company advised PMM that this was an unusual 
nonrecurring transaction occasioned by events which 
took place after July 31, 1971. 


Even though PMM personnel knew of these reversals 

and their possible effect on the audited financial state- 
ment for the July 31, 1971 period, they failed to follow 
auditing procedures that should be complied with in 
such circumstances to determine whether these rever- 
sals required modification or withdrawal of PMM’s 
report on the July 31, 1971 financial statements. 90/ 


During March of 1972, PMM objected to the Company’s 
recognition of a very large amount of income on two 
newly begun projects involving private financing. As a 
consequence, income from these projects was not re- 
flected in Stirling Homex’s financial statements for 

the period and the Company reported a substantial 

loss from operations for the quarter. 91/ 


In May of 1972, PMM auditors were told by manage- 
ment that Stirling Homex’s financial condition was 
deteriorating rapidly and that it would report a $20 
million loss for the nine months ended April 30, 1972, 
including substantial charges against income for the 
period resulting from a reduction in the sales price of 
modules on certain projects upon which revenue had 
been recognized in prior fiscal periods, a provision for 
the repair and refurbishing of 10,000 uninstalled mod- 
ules in storage areas of the company, a provision for 
estimated additional costs of construction on the Stan- 
ley Simon project, a provision for doubtful accounts 
with respect to the cost overruns which were included 
in accounts receivable and a provision for various over- 





































run costs incurred in connection with the construction of 
several projects. 


The auditors were completely ““dumbstruck”’ by this 
recital by Stirling Homex management. They failed to 
undertake any review or investigation to ascertain 
whether the newly discovered facts existed at the date 
of their report on Stirling Homex’s financial statements. 
Due to the nature of these extraordinary charges, it 
should have been clear to them that the previous finan- 
cial statements of Stirling Homex were seriously defi- 
cient. 


Statements to the Commission Staff 


On July 7, 1971 a meeting was held at the Commission 
in connection with the then pending registration state- 
ment of Stirling Homex to discuss the Division of Cor- 
poration Finance’s letter of comments. Present at this 
meeting were representatives of Stirling Homex, its out- 
side counsel, underwriters and partners of PMM. 


The meeting began with a general discussion concerning 
the staff’s letter of comments. 92/ Then a more particu- 
larized discussion took place concerning Stirling Homex’s 
income recognition policies, with the client partner of 
PMM asking whether the staff of the Commission desired 
Stirling Homex to recognize on the completed contract 
method. He questioned this method and stated that under 
the circumstances this method would not be in accord 
with generally accepted accounting principles. 


The PMM partner stated that the real question was not a 
matter of mechanical application of accounting theory 
but rather at what point in time sales should be recog- 
nized and what event should have transpired prior to re- 
cognition. He then outlined four events that had occurred 
prior to recognition of income by Stirling Homex, which 
in effect, would remove any credit risk. The most im- 
portant of these events that he outlined was that there 
was a commitment of permanent financing to purchase 
the project. 


A number of statements by the partner were largely 
inaccurate. Very few of Stirling Homex’s projects were 
covered by permanent financing. Had he made appropri- 
ate verification during the earlier audit period or prior 
to the Commission meeting, he would have known that 
these statements were not true. 


The oral statements of the partner were subsequently 
confirmed in the supplemental submission submitted 
by Stirling Homex in July 1971. The purpose of this 
submission was to outline Stirling Homex income recog- 
nition policies for the staff of the Commission in an 
attempt to dissuade the staff from insisting on the com- 
pleted contract method of income recognition. 93/ 


It contained numerous false statements, including mis- 
representations concerning the turnkey and other 
government programs as utilized by Stirling Homex 
and the fact that Stirling Homex had fulfilled certain 
conditions precedent before including its projects in 
sales. 
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CONCLUSIONS 


As illustrated above, the Commission believes that 
PMM failed in a number of material respécts to conduct 
the February 28, 1971 and July 31, 1971 audit engage- 
ments in accordance with generally accepted auditing 
standards. 


Valuable lessons can be derived from PMM’s conduct, 
which, if focused upon, will hopefully prevent similar 
occurrences in the future. The facts of this case sug- 
gest that for a new and unknown client, some inde- 
pendent investigation should be made of the company, 
its customers and methods of doing business. When a 
client extensively utilizes government programs and 
contracts, it is expected that the auditors will have a 
thorough and complete familiarity with the programs. 


In addition, care should be given to the organization 
of the “audit team” so that responsibilities are clearly 
defined. With respect to the Stirling Homex audit, the 
presence of two partners operating out of different 
offices supervising the same audit work gave rise to a 
situation where important decisions were deferred 
and the division of responsibility was not clear. As a 
result, it was difficult to coordinate effective control 
over the audit and the decision making process with 
respect thereto. This situation permitted vacillation on 
major decisions which ultimately were never satisfac- 
torily resolved by either partner. 


During the audit of Stirling Homex, the SEC review 
by PMM’s SEC reviewing partner was superficial al- 
though the audit was one where it had been deter- 
mined that an “‘in depth” review was required. 


A successor auditing firm should review the working 
papers of the predecessor auditors. Such review should 
cover critical audit areas and unusual accounting mat- 
ters. It should also cover disagreements between the pre- 
decessor auditors and management, whether or not they 
are satisfactorily resolved, which relate to accounting 
principles, auditing procedures, and the predecessor’s 
understanding regarding the reasons for the change of 
auditors. Further, successor auditors should always be 
alert to factors bearing on the integrity of manage- 
ment. 


A major deficiency of the Stirling Homex audit was 
PMM’‘s reliance on the unsupported, undocumented 
representations of management. An auditor should 
not rely solely on the representations of management, 
but satisfy themselves as to such matters by other 
means consistent with the circumstances of the par- 
ticular transaction, such as independent documentary 
verification. 


Auditors should be wary when sales and income are 
sought to be recognized on the basis of assumptions 
and projections as to future events necessary for the 
ultimate realization of such income. In this case, sales 
and income were recognized on government financial 
housing projects at an early stage in the processing 

of the projects and at a point where the essential com- 
mitment of government financing was not in existence 
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and where the projects were still subject to a variety 

of conditions such as the politically explosive issue of 
site selection of low income housing. The auditors, in 
part because of their unfamiliarity with government 
housing programs, accepted optimistic and in some cases 
deceitful representations of the company and others re- 
garding the programs and projects in question. The Com- 
mission believes that in cases such as these where income 
recognition occurs well before the point at which the 
customer is normally billed, auditors should exercise a 
high degree of caution and skepticism. 


Also we believe that auditors have a duty to disclose 
subsequently acquired information which existed at 
the date of the auditor’s report and establishes that 
previously reported upon financial statements are ma- 
terially false and misleading. On two occasions during 
the 1972 Stirling Homex fiscal year, PMM learned in- 
formation, which if PMM had investigated as they 
should have, would have disclosed to PMM that earlier 
prepared financial statements of Stirling Homex were 
materially false. 


Finally, it must be noted that the statements made by 
the PMM partner to the Commission staff in connection 
with discussions of the Stirling Homex registration 
statement constitute unacceptable professional be- 
havior in practice before the Commission. Independent 
professional accountants should not act as advocates on 
behalf of their clients before the Commission, especially 
when the accountant is making factual statements about 
a particular client’s business which have not been veri- 
fied. As the Commission recently stated: 


“The Commission and its staff do not and can- 
not investigate representations made to it, but 
must be able to rely on their completeness if 
this process is to work. The objectives of the 
securities laws can only be achieved when those 
professionals who practice before the Commis- 
sion, both lawyers and accountants, act in a 
manner consistent with their responsibilities. 
Professionals involved in the disclosure process 
are in a very real sense the representatives of 

the investing public served by the Commission, 
and, as a result their dealings with the Commis- 
sion and its staff must be permeated with can- 
dor and full disclosure. It cannot resemble an 
adversary relationship more appropriate to liti- 
gants in court, because the Commission is not 

an adverse party in this context. All who are 
familiar with the Commission's policies know 
that too much importance is attached to the 
word of the professional, to permit his or her 
word to become the subject of question. A pro- 
fessional’s word is often the functional equiva- 
lent of his or her reputation. Conferences with 
the staff of the Commission serve a vital role 

in the administration of the securities laws, and 
such conferences are predicated, for the most 
part, upon full disclosure by the professionals 
involved. It must be understood by all who prac- 
tice before the Commission, lawyers and account- 
ants alike, that the Commission and its staff can- 
not tolerate less than full disclosure.” 94/ 
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CONCLUSION 


As contemplated by PMM’s offer of settlement, PMM 

has agreed to an investigation into the manner in which 

it conducts its audit practice with respect to clients 
whose financial statements, reported upon by PMM 

are filed with the Commission. That comprehensive 
examination is to be carried out by a committee whose 
compensation and expenses will be borne by PMM. Mem- 
bers of the committee will be agreed upon by PMM and 
the staff of the Commission. The nature and scope of the 
examination is outlined in a memorandum addressed to 
the committee which has been agreed upon by the Com- 
mission and PMM and which is annexed to the offer of 
settlement. It is contemplated that the examination can 
be completed and the report of the committee submitted 
to the Commission within approximately six months. 


PMM also has agreed to the entry of an order by the Com- 


mission requiring it to adopt and implement any reason- 
able recommendations the committee may make with 
respect to PMM’s SEC audit practice and procedures. 95/ 
The offer of settlement also contemplates that two an- 
nual reviews of PMM’s audit practice, will be conducted 
in 1976 and 1977 at firm expense, and the results of 
these reviews will be reported to the Commission and 
PMM. 96/ 


PMM has agreed to the entry of an order by the Com- 
mission prohibiting it from accepting audit engagements 
for new SEC clients for the six-month period beginning 
on May 1, 1975 and terminating on October 31, 1975. 
During that period, with certain exceptions, PMM will 
not accept or negotiate for the acceptance of new SEC 
clients. 97/ This six-month restriction does not affect 
in any way PMM’s ability to service its existing clients 
nor does it affect other aspects of PMM’s practice 

such as tax and management consulting. 


PMM has also agreed to the entry of final judgments 

of permanent injunction in each of the four injunctive 
actions the Commission has instituted against the firm. 
These injunctions, among other things, prohibit the 
firm from engaging in specified violations of the federal 
securities laws with respect to the financial statements 
of the companies that gave rise to thse proceedings. One 
of the injunctions formalizes certain PMM procedures 
and requires that they be followed with respect to 
accepting new audit clients generally and special pro- 
cedures when a new engagement follows a resignation 
by a predecessor auditor which has resulted in the fil- 
ing of a Form 8-K with the Commission reflecting 
identified professional disagreements between the 
predecessor auditor and the client. 


Further, PMM has agreed to revise and implement cer- 
tain procedures with respect to (i) its existing preissu- 
ance review of reports by a second partner not other- 
wise associated with the engagement in that the second 
partner will evaluate the appropriateness of financial 
Statement disclosures and the accountants’ report re- 
lating to material discussed in the engagement partner's 
memorandum; that memorandum which will be pre- 
pared following a review of the working papers, and 
will identify and discuss the critical audit areas and 


unusual accounting matters encountered during the 
course of the audit; (ii) its existing review by a second 
partner of specified types of engagements which will 
include an in depth review of the appropriateness of 
judgments and the working papers in the critical audit 
areas and unusual accounting matters, and (iii) ascer- 
taining that engagement partners or, if necessary, 
others associated with them are adequately informed 
with respect to any unusual or abnormal practices pe- 
culiar to the industry and circumstances involved in 
the engagement. PMM has also agreed to conduct a 
study of the use of the percentage of completion 
method of accounting and to establish guidelines in 
this area for its audit practice, which guidelines are 
to be applied in the conduct of its audits for fiscal 
years beginning on or after December 27, 1975. The 
procedures and the study and the implementation 
thereof, including the guidelines, are the subject of 
this order as set forth below. 


In determining to accept PMM’s settlement offer, we 
have taken into account the fact that these controver- 
sies relate to audit engagements for five clients out of 
a large number of audit engagements conducted by 
PMM over the years in question going back to 1968, 
and that, based upon information submitted by PMM 
and otherwise known to us, their overall audit prac- 
tice appears to be conducted in a competent and 
professional manner. Moreover, we believe that the 
provisions of the settlement offer will provide PMM 
and the Commission with independent assurance of 
the quality of PMM’s audit practice before the Com- 
mission. While the Commission continues to retain 
jurisdiction over this proceeding, this settlement re- 
solves these existing disputes between PMM and the 
Commission. 


For the foregoing reasons, it is hereby 
ORDERED, 


1. This proceeding under Rule 2(e) of the Commis- 
sion’s Rules of Practice is instituted. PMM’s offer of 
settlement, dated June 5, 1975, is hereby accepted. 


2. An investigation will be made of the manner in 

which the audit practice of PMM is conducted with 
respect to audit clients whose financial statements 

reported upon by PMM are filed with the Commis- 
sion. 


a. That examination will be carried out by a com- 
mittee (the ‘““Committee”) whose compensation and 
expenses will be borne by PMM. The members of the 
Committee will be chosen by PMM from a list of per- 
sons acceptable to the staff of the Commission. 


b. The joint understanding of the Commission and 
of PMM concerning the examination is outlined in a 
memorandum addressed to the Committee. The mem- 
orandum is Annex B to PMM'’s offer of settlement. 


c. It is contemplated by the Commission and by 
PMM that the examination can be completed and 
the report of the Committee submitted within six 
months. 
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d. PMM will promptly take all steps reasonably neces- 
sary and appropriate to adopt and implement any rea- 
sonable recommendations the Committee may make 
with respect to the manner in which such audit prac- 
tice is conducted, provided, however, that, if PMM 
demonstrates to the satisfaction of the Commission 
that a recommendation of the Committee is not rea- 
sonable or need not be implemented either in the 
form recommended or with reasonable modifications, 
such recommendation need not be adopted. 


e. The contents of the investigation, the working 
Papers and other documentation (except the Com- 
mittee’s report) and the deliberations of the Com- 
mittee will be held confidential except from PMM 
and the Commission. 


3. PMM will promptly take all steps reasonably neces- 
sary and appropriate to adopt and implement the 
procedures contained in Annex C to PMM’s offer of 
settlement. PMM will notify the Chief Accountant 

of the Commission prior to any amendment of such 
procedures within the next five years. 


4. PMM will conduct a study of the use of the per- 
centage of completion method of accounting and 
establish guidelines in this area for its audit practice, 
which will be applied in the conduct of its audits for 
fiscal years beginning on or after December 27, 1975. 


5. For the six-month period from May 1, 1975 
through October 31, 1975, PMM has not accepted 
and will not accept audit engagements from new 
audit clients which contemplate the issuance by 

PMM of an auditor’s opinion, in respect of financial 
statements which it is expected by PMM will be filed 
with the Commission within the next succeeding 
twelve-month period. Such limitation shall not include 
an audit client (i) in which a significant equity or debt 
interest is held or acquired by a present client of PMM, 
(ii) for which PMM has provided professional services 
since January 1, 1974 and prior to May 1, 1975, (iii) 
which is controlled by a foreign entity provided the 
financial statements of the client are not separately 
filed with the Commission, (iv) which is a client or a 
subsidiary or a division of a client of a foreign affi- 
liated firm of PMM, (v) which since July 1, 1974 and 
prior to May 1, 1975 has communicated with PMM 
concerning the possible engagement of PMM as its 
auditor (the Commission having been advised of the 
number of such instances), or (vi) if its acceptance 

by PMM as an audit client is approved in the particu- 
lar circumstances by the Chief Accountant of the 
Commission. 


6. A review will be conducted in 1976 and in 1977 at 
PMM’s expense of the matters considered under the 
AICPA program for the review of quality control pro- 
cedures of multioffice firms and to determine whether 
PMM has taken all steps reasonably necessary and ap- 
propriate to adopt and implement the procedures des- 
cribed in Annex C to PMM’s offer of settlement and 
any recommendation of the Committee (subject to 
the proviso stated in paragraph 2.d.). 
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a. Each review will be conducted by a panel operating 
under the AICPA program, or (if such a panel is not 
prepared to act) by the Committee or not less than 
three accountant members thereof, or (if the Committee 
or three of its members are not prepared to act) by a 
group of not less than three certified public accountants 
chosen by PMM from a list acceptable to the staff of the 
Commission. 


b. The results of each review will be reported to the 
Commission and to PMM. 


c. The contents of each review, the working papers, 
other documentation (except the report of its results), 
and deliberations of the reviewers will be held confi- 
dential except from PMM and the Commission. 


7. The Commission retains jurisdiction of this proceed- 
ing. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ The first four matters have been the subject of injunctive 
actions brought by the Commission against the companies 
involved, other persons and PMM. SEC v. National Student 
Marketing Corp., et al., Civil Action No. 225-72 (D.D.C.); 
SEC v. Peat, Marwick, Mitchell & Co., instituted sub nom; 
SEC v. Talley Industries, Inc., et al., 73 Civ. 4603 (S.D.N.Y); 
SEC v. Republic National Life Insurance Co., et al., 74 Civ. 
1097 (S.D.N.Y.); SEC v. Penn Central Co., et al., 74 Civ. 1125 
(E.D. Pa.). The fifth matter has been the subject of an investi- 
gation of the company, other persons and PMM. This opinion, 
except incidentally, does not attempt to deal with the other 
persons involved in these various controversies. 


2/ For purposes of this settlement and carrying out of 
any procedures contemplated herein, PMM has waived 

separation of functions between the staff and the Com- 
mission. 


3/ NSMC’s common stock was offered to the public 
at $6.00 per share. By September of 1968, the stock 
was selling at $70 per share, about 350 times the last 
reported audited earnings per share. 


4/ Arthur Andersen acted on advice of counsel. We 
believe that at a minimum the fact that their response 
was limited by such advice should have been commun- 
icated. 


5/ It was NSMC’s practice not to enforce even written 
contracts if the client never ordered implementation. 
In fact, the written contracts which they did have in 
1968 covering fixed fee programs included guarantees 
that a certain level of market performance would be 
achieved. 


6/ See $338.02 of Statement on Auditing Standards 
No. 1 (AICPA) on the form, content and nature of 
working papers. 
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account executive testified that he believed that this 
percentage of completion represented NSMC’s likeli- 
hood of getting the commitment from the client. 


\ 7/ It is worth noting in this connection that least one 


8/ As discussed below, no disclosure of these write- 
offs was made in subsequent financial statements 
until after the Commission began its investigation 
into NSMC’s affairs. 


9/ PMM’s audit supervisor reported that NSMC’s 
“accounting, bookkeeping and maintenance of files 
were almost forgotten .... The net result is that our 
working papers represent the beginning of proper 
record keeping and accounting procedures for re- 
cording gross income on contracts.” 


10/ PMM’s management letter to NSMC of January 
2, 1969 urged that these procedures be strengthened 
considerably : 


“Due to the nature of the activity of the com- 
pany, sales are recorded when a client commit- 
ment is considered to exist. The amount of the 
sale recorded is based on the percentage of time 
incurred to the estimated time to be incurred 

by the employees in developing overall programs 
for the client. Because the time of these employ- 
ees is extremely important in developing a sys- 
tematic method of recording sales, it is impera- 
tive that the company adopt a policy whereby 

i” FF these employees report their time to the ac- 

i- counting department on a weekly or other time- 
n, ly basis, report in writing commitments obtained 
from clients, and estimates of time to complete 
committed contracts. In addition, preprinted 
forms should be used to obtain written confir- 
mation of all client commitments. 


“Working with Mr. Kurek and Mr. Davies, we 
have recently designed appropriate forms for 
use in the above connection. We urge that im- 
plementation of the recently established pro- 
gram be followed up very closely and that no 
wavering from the required procedures be 
permitted.” 


11/ For the fiscal year ended August 31, 1969, at the 
auditors’ insistence NSMC recognized revenue only 

on fixed fee programs which were evidenced by a 
written letter of commitment by the client. These 
commitments were confirmed in writing by the 
auditors. Again the Commission believes that such 
commitments, even when confirmed in writing, 

should not have resulted in recognized income re- 
sulting from the application of the percentage of com- 
pletion method, for the reasons previously specified 
for the year ended August 31, 1968. Following the 
institution of the Commission’s investigation, the 
company adopted the completed contract method 

for the fiscal period ended December 31, 1969. 





12/ See, e.g., AICPA Industry Audit Guide, Finance 
Companies, p. 105, 1973. 


13/ See Section 331.01 of Statement No. 1 on Auditing 
Standards: 


“Confirmation of receivables and observation of 
inventories are generally accepted auditing pro- 
cedures. The independent auditor who issues an 
opinion when he has not employed them must 
bear in mind that he has the burden of justifying 
the opinion expressed.” The auditors did not sat- 
isfy this burden because no adequate documenta- 
tion existed.” 


14/ PMM later determined that this adjustment was 
in error. 


15/ Following the institution of the above injunctive 
action against PMM and others, the Commission refer- 
red the actions of PMM’s engagement partner and 
audit supervisor to the Department of Justice. On 
January 17, 1974 an indictment was returned charg- 
ing them with making and causing to be made false 
and misleading statements with respect to material 
facts in the NSMC proxy statement referred to here- 
in. Judgments of conviction were entered against 
them on December 27, 1974. Those convictions 

are presently on appeal. United States v. Natelli, 
Docket No. 75-10004. 


16/ Included in these amounts was the Pontiac com- 
mitment of $1.2 million. 


17/ The comfort letter, after setting forth the basis 
on which it was issued and the adjustments PMM 
considered necessary, stated in part: 


“Your attention is called, however, to the fact 
that if the aforementioned adjustments had been 
made at May 31, 1969, the unaudited consoli- 
dated statement of earnings of National Student 
Marketing Corporation would have shown a net 
loss of approximately $80,000. It is presently 
estimated that the consolidated operations of 
the company as it existed at May 31, 1969, 

will be approximately a break-even as to net 
earnings for the year ended August 31, 1969. 


“‘In view of the above-mentioned facts, we 
believe the companies should consider submit- 
ting corrected interim unaudited financial in- 
formation to the shareholders prior to proceed- 
ing with the closing.” 


18/ The engagement partner explained in a letter 
he wrote to NSMC’s controller at the time that 
“‘we are agreeing to the transaction being recorded 
as of August 31, 1969 only in reliance upon legal 
opinion as to the passage of title and the propriety 
of recording the transactions at that date. Further- 
more, as we expressed during said meeting and in 
other occasions, we will require adequate disclo- 
sure of the transaction and of our reliance on the 
opinion of White & Case in the notes and probably 
in our accountants’ report.” 
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19/ It should be noted that the promissory notes 
given by the purchasers clearly state that they are 
non-recourse notes involving no personal liability 
therefor on the purchasers’ part. 


20/ The minutes of the NSMC Executive Commit- 
tee meetings reveal that negotiations for the disposi- 
tion of these two subsidiaries had not been author- 
ized until October 20, 1969. 


21/ Another instance where we believe PMM 
should have extended its audit procedures to in- 
quire further into the substantive nature of the 
transaction relates to the accounting for the ac- 
quisition by NSMC of Consultants for Market 
Isolation, Inc. This transaction, which was account- 
ed for as a pooling of interest in NSMC’s financial 
statements for the fiscal year ended August 31, 
1969, involved the sale for a substantial purchase 
price (approximately $1,360,000 in NSMC stock) 
of a company which had little or no economic 
substance. In our view, this acquisition was a 

sham transaction entered into by NSMC and the 
sellers, who were employees and stockholders of 
NSMC, in order to avoid recording as expenses 
payments to. which the sellers were entitled under 
a sales representative agreement they had previous- 
ly entered into with NSMC. 


22/ We note that PMM’s insistence on the write- 
off was with the knowledge under the circumstances 
that such a write-off would most likely lead to the 


civil and Commission litigation which in fact ensued. 


23/ Based upon our experience with respect to 
corporate disclosure on defense and other long- 
term contracting activities, we expand the rules 
set forth in Regulation S-X to call for disclosure 
of greater detail in certain critical areas, particu- 
larly with respect to the nature of costs accumu- 
lated in inventories, the effect of cost accumula- 
tion policies on costs of sales and the effect of 
revenue recognition practices on receivables and 
inventories. Such amendments to Regulation S- 
X were adopted in Accounting Series Release No. 
164, effective with respect to financial statements 
for periods ending on or after December 9, 1974. 


24/ The auditor’s comfort letter stated that the 
auditors had conducted no examination of Talley’s 
nine month financial statements and that such letter 
was based solely upon PMM’s having read the un- 
audited financial statements and Talley’s minutes 

of board of directors’ and stockholders’ meetings 
and PMM’s discussions with Talley officials. 


25/ Both Talley and PMM personnel have testi- 
fied that, in their view, Talley did not need to 
obtain all of the $100 million of sales during fis- 
cal 1970 (i.e., in their view the sales could be ob- 
tained over more than one year) in order to justify 
the carrying of the excess costs in inventory. We 
do not disagree. However, in the circumstances 
we believe a further review was necessary. 
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26/ For purposes of this opinion, we consider transac- 
tions with Realty-related entities to include transactions 


with companies and individuals affiliated or associated 
with or otherwise related to Realty or involving assets 
or properties at one time owned or managed by or 
otherwise connected with Realty or which came to 


Republic in a transaction in which Realty participated. 


27/ On February 1, 1974 PMM withdrew its two reports 


on Republic's prior financial statements when, on the 
basis of PMM’s ongoing examination of Republic's 
1973 financial statements and information learned 


by PMM during the Commission’s private investigation, 
it appeared to PMM that a substantially greater reserve, 


the amount of which was then still undetermined, for 
losses in Republic’s investment portfolio would have 
to be established, and that the larger reserve would in 
part apply to earlier years since there was no basis for 
determining that all of these losses had been occasion- 
ed by events confined to 1973 alone. On February 4, 
1974, PMM insisted that Republic issue a press re- 
lease (revising a press release previously issued by Re- 
public on that day) which stated that substantial ad- 
justments to Republic’s previously issued financial 
statements would be required and that such prior fi- 
nancial statements and PMM’s reports thereon should 
no longer be relied upon until the necessary adjust- 


ments were made. PMM subsequently issued its report, 


dated April 12, 1974, on Republic’s 1973 financial 
statements containing a substantial reduction of Re- 
public’s net gain from operations and net gain from 
operations per share as previously reported for 1970, 


1971 and 1972. This April report stated that the finan- 


cial statements had been prepared in accordance with 


statutory insurance accounting practices. In May 1974, 


PMM reported on Republic’s financial statements on 
the basis of generally accepted accounting principles. 


28/ While PMM was able to identify this problem area 


as a result of its own examination, it should not have 
acquiesced in Republic’s request that it complete its 
own field work before it reviewed the prior auditors’ 
workpapers. 


As it turned out, the information came so late that 
PMM’s response was inadequate to the situation. As 


set forth in an earlier opinion, /n the Matter of Touche 


Ross & Co., ASR No. 153 (1974), it is important that 
successor auditors “obtain access to and carefully re- 
view the results of the predecessor’s work.” In our 
judgment, this includes a timely review which should 
be initiated by the successor auditor at the inception 
of the engagement. We believe this is necessary to 
assure an adequately planned audit program which 
would take into consideration those significant areas 
of controversy that may have been uncovered as a 
result of such review. 


Mortgage loans unrelated to Republic’s Realty-related 
investments were the subject of conferences between 


Andersen and Republic. The conferences were recorded 


by Andersen in memoranda which were not seen by 

PMM. We think that all papers having a relationship to 
the successor auditor’s responsibilities should be made 
available by the prior auditors. 

































29/ In addition to this reserve, a Mandatory Securities 
Valuation Reserve (“MSVR”’) applicable to possible 
losses on stocks and bonds but not on mortgages or 
real estate was provided in the amount of $4.5 million 
for 1971 and $5.8 million for 1972. 


30/ Republic concluded in its statutory financial 
statements for 1973, which were accompanied by 
PMM’‘s report dated April 12, 1974, that the reserve 
for possible losses on mortgage loans and real estate 
at December 31, 1973 was $25,000,000 after reduc- 
tions of the carrying value of certain assets aggre- 
gating $8.5 million and not recognizing as income 
amounts aggregating $11.8 million. The possible 
losses related principally to Republic’s Realty-related 
transactions. 


31/ This pre-issuance review should not be confused 
with a different reviewing procedure of PMM refer- 
red to elsewhere herein as “SEC review”, which re- 
lated to the review of certain filings with the Com- 
mission. 


32/ These questions are reflected in the prior auditor's 
letter quoted above. The engagement partner appar- 
ently did not describe the differences the prior audi- 
tors had with Republic because he thought he was 
confronted with a different situation. 


33/ PMM’s reports were dated March 7, 1969 and 
March 12, 1970, respectively. Both reports were 
qualified as to the failure to provide deferred income 
taxes and were otherwise unqualified. 


34/ Penn Central is used to identify the corporate 
complex in general without distinguishing the sepa- 
rate identities of Penn Central Co. or the Transporta- 
tion Co. Penn Central Co. was essentially a holding 
company and neither it nor PCTC had a separate 
management. 


35/ The Financial Collapse of the Penn Central 
Company — Staff Report of the Securities and 
Exchange Commission to the Special Subcommittee 
on Investigations of the House Interstate and For- 
eign Commerce Committee, August 1972. U. S. 
Government Printing Office, Washington, D. C. 


36/ The consolidated results and the PCTC results 
were reported. Rail operations, which were most 
significant in appraising long run operating pro- 
spects, were not separately reported. The data are 
as follows: 


Penn Penn 

Central Central 

consoli- Transpor- (Loss) 
dated tation on rail 
earnings* operations” operations* 





Jan-Mar 


($17) ($63) ($101) 
















Penn Penn 
Central Central 
consoli- Transpor- (Loss) 
dated tation on rail 
earnings” operations* operations* 
1969 $4 ($56) ($193) 
1968 $88 ($ 5) ($142) 
1967 $69 $9 ($ 86) 
*In miilions 


37/ The other 50% owner of the stock of WTC was 
the Baltimore & Ohio Railroad Company. 


38/ A similar dividend was paid in the form of 100% 
of the stock of a separate new company which was 
formed to receive B&O’s 50% interest. 


39/ The deed by which WTC conveyed (to the newly- 
formed corporation) the undivided one-half interest 
included the following reservation: 


“Subject to the continued right of use, posses- 
sion, operation and maintenance of the Union 
Station Building, concourse concession areas 
and related areas presently used for commercial 
operation by the Washington Terminal Co.., its 
lessees, concessionaries, licensees, passengers, 
officers, employees, contractors, invitees, and 
visitors during the period of alteration and con- 
struction of the Visitor’s center parking facility 
and new passenger station contemplated by Pub- 
lic Law 90-264 and until the taking of full occu- 
pancy by the United States of America pursuant 
to a lease covering the property herein describ- 
ed.” 


40/ McCandles Corporation had appraised the proper- 
ty and the air rights for the Baltimore & Ohio Railroad 
Co. at $27,000,000, so that based on that appraisal the 
value of a 50% was $13,500,000. The figure of $13,- 
500,000 was reduced by PCTC to $11,700,000, to re- 
flect its determination of the fixed cost of improve- 
ments and a discount for the period prior to commence- 
ment of rental payments. 


41/ Madison Square Garden Corp. was essentially a 
holding company whose major assets consisted of its 
interests in Madison Square Garden Center, which in 
turn had the exclusive right to the use of the franchise 
and player contracts of the New York Rangers and 
New York Knickerbockers, and the Penn Plaza office 
building venture. The group of companies comprising 
the Madison Square Garden Corporation also owned 

a professional ice skating show and other real estate. 
The Madison Square Garden Corporation common 
stock had registration rights under the exchange agree- 
ment. 
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42/ Source - Schedule 13 D filed by Penn Central 
Company received by the Commission April 1, 1969. 


43/ This was based on an agreement dated December 
18, 1968. On the same date, Garden and Penn Central 
also entered into another agreement whereby Garden 
had agreed to sell and Penn Central agreed to purchase 
at $11.078 per share up to 180,538 shares of Garden's 
common stock. This sale and purchase agreement had 
the effect of continuing Penn Central’s undertaking 

to loan funds to cover costs of construction of the 
29-story office building that would be in excess of 

the construction loan. This was to be accomplished 

by Garden loaning the funds that it would receive 
from the sale of additional shares to Penn Central. 


Penn Central originally had a 23% interest as a result 
of the transaction which was increased to 25% mainly 


through purchases under the stock purchase agreement. 


44/ The $117 million reserve was the potential cost of 
recalled employees portion of an aggregate reserve 
totalling $275,421,985 for anticipated costs of the 
merger of Pennsylvania and New York Central rail- 
roads. The reserve was established in 1967 by the 
Pennsylvania Railroad Company with the approval 

of the Interstate Commerce Commission. It was es- 
tablished by making a charge to earnings in 1967 in 
the amount of $275,421,985 thereby reducing earn- 
ings in that year by that amount. 


45/ There was another class of employees who were 
expected to be made surplus as a result of the merger. 
This group numbered about 7,800 employees and 
were to be made surplus as a result of consolidations, 
coordinations, elimination of facilities, and so forth. 
It was made up of employees who were working as 

of February 1, 1968, and were to be subsequently 
made surplus. All wages relating to such 7,800 em- 
ployees were to be charged to current operations, 

no wages were to be charged to the liability reserve. 


46/ By letter dated January 23, 1969, PMM advised 
Penn Central Company with respect to this charge, 
in part as follows: 


“We have reviewed the facts concerning the 
separation of these employees and the data 
supplied to us with respect to the costs, 
amounting to $4,672,000. It is our opinion 
that the Merger Reserve originally was not 
established to cover separations of this nature, 
and, accordingly, such costs would not con- 
stitute an appropriate charge against the re- 
serve. 


“We understand that you intend to petition 
the Interstate Commerce Commission to re- 
view the facts concerning the separation of 
the mail and baggage handlers and to rule 
on the question of whether such separations 
are, in fact merger-related. We have reviewed 
the letter addressed to the Commission by 
Mr. Saunders. Under the circumstances, if 
the Commission in its judgment deems the 
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separations to be merger-related and the costs 
‘incident thereto chargeable against the reserve, 
we would no longer have a basis for objection 

to a charge against the Merger Reserve for this 
purpose.” 


47/ Penn Central had attempted to make a case to PMM 
that these mail and baggage handlers actually were in- 
tended to be furloughed prior to the date of the merger 
and would have been but for some unforeseen events 
and administrative oversight, and had they been fur- 
loughed prior to that date and recalled thereafter, 

the payments would have been chargeable to the 
reserve. 


48/ The operations of Lehigh Valley were not con- 
solidated in prior years; however, the financial state- 
ments for those years were not examined by inde- 
pendent public accountants. 


49/ As noted in the footnotes to the 1968 and 1969 fi- 
nancial statements contained in the Annual Reports to 
shareholders, Lehigh Valley was not included in con- 
solidation because the Interstate Commerce Commis- 
sion “has required [Lehigh Valley] to be offered for 
inclusion in another railroad system.” 


50/ The Interstate Commerce Commission, in approv- 
ing the merger of the Pennsylvania and New York Cen- 
tral Railroads in 1966, required PCTC to use its best 
efforts to offer Lehigh Valley to the C&O/B&O or to 
the N&W Railroads for inclusion in one of those sys- 
tems, or absent such affiliation, for PCTC to continue 
to keep Lehigh Valley operational and possibly be 
merged eventually into Penn Central. 


51/ The pertinent section of ARB No. 51 reads as 
follows: 


“Consolidation policy: 2. The usual condition 
for a controlling financial interest is ownership 
of a majority voting interest, and, therefore, 

as a general rule ownership by one company, 
directly or indirectly of over 50 percent of the 
outstanding voting shares of another company 
is a condition pointing toward consolidation. 
However, there are exceptions to this general 
rule. For example, a subsidiary should not be 
consolidated where control is likely to be tem- 
porary; or where it does not rest with the ma- 
jority owners (as, for instance, where the sub- 
sidiary is in legal reorganization or in bankrupt- 
cy).” 


52/ The investment and advances in Lehigh Valley by 


Penn Central at December 31, 1969 aggregated $49,493,- 


000. Of this amount, $23,025, 000 was in capital stock, 
$4,125,000 in bonds, and $22,343,000 represented ad- 
vances and other sums due. Of the latter amount, $16,- 
395,000 represented advances made in 1968 and 1969. 


53/ In 1965, as part of its diversification program, 
PRR, through a wholly-owned subsidiary, American 
Contract Corp., acquired 655,960 shares of class B, 
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nonvoting common stock of EJA at a cost of $327,980, 
representing a 58% interest in the company’s combined 
class A and class B shares outstanding. American Con- 
tract’s largest investment in EJA, however, was in the 
form of loans and advances. Between 1964 and 1969, 


loans totalling $21 million were made by American Con- 


tract with funds provided to it initially by PRR, and 
later by Pennco. 


54/ 1965 loss: $992,000; 1966 loss: $2,214,000; 
1967 loss: $869,000; 1968 loss: $3,830,000; 
1969 loss: $4,101,000. 


55/ Pennsylvania Railroad Company, through Pennco, 
acquired the majority interest in GSC in the mid-1960’s 
as part of the diversification program of PRR. For con- 
venience, any reference to GSC includes Macco Corp., 

a 100% owned subsidiary of Pennco which was merged 
into GSC in March 1969. 


56/ PMM was the auditor of GSC as well as Penn 
Central. 


57/ Pursuant to an administrative proceeding, /n the 
Matter of Great Southwest Corporation, Securities 

Act Release No. 9934, dated January 15, 1973, brought 
under Section 15(c)(4) of the Securities Exchange Act 
of 1934 and consented to by GSC, the financial state- 
ments of GSC for 1968 and 1969 have been restated 
and new reports thereon have been issued by PMM. 
PMM maintained in these new reports that the original 
accounting for these transactions had been proper. 


58/ Moreover, GSC could not be removed as general 
partner prior to 1997 except under certain limited 
circumstances. 


59/ See Securities Exchange Act Release No. 9934, 
supra, dated January 15, 1973, for the Commission’s 
description and views of the three real estate trans- 
actions. 


60/ Footnote 14 reads as follows: 


“(1) Shares issued in December 1968 in connec- 
tion with the acquisition of New Haven proper- 
ties have been reflected in the accompanying 
financial statements at $41.125 per share, the 
average fair market value of the stock during 

the period of negotiation of the acquisition 
agreement; whereas the Commission [ICC] has 
ruled that such shares be valued at $87.50 per 
share, the value determined by the Commission 
[ICC]. The difference in purchase price has been 
reflected partly as a deferred credit of $23,077,- 
000 and partly as additional paid-in capital of 
$21,284,000 in reports to the Commission 

[ICC] ; whereas a liability of approximately 
$40,000,000 for rehabilitation and other costs 
assumed in connection with the acquisition of 
New Haven properties has been reflected in the 
accompanying [GAAP] financial statements, but 
not in reports to the Commission [!1CC] . In 1969, 
the net loss for the transportation company, as 















































reported to shareholders, was $21,986,000 less than the 
loss reported to the Commission [ICC] because of charge- 
offs against the liability for rehabilitation and other 
costs.”’ 


61/ From information contained in “Verified Statement 
(No. 10) of Stanley G. Jordon, Bureau of Accounts, 
Interstate Commerce Commission, Docket No. 35291”. 


62/ Total revenues for 1969 were $9,600,000. 


63/ Also included in the registration statment were 
unaudited financial statements for the nine-month 
period ended April 30, 1971. Such unaudited finan- 
cial statements were falseand misleading in that all 
modular sales of $18,183,000 for the April 30, 1971, 
period and approximately $4,656,000 out of the total 
installation sales of $6,382,000 for such period were 
improperly recorded. 


64/ Had Stirling Homex not improperly capitalized 
these costs overruns from the installation portion of 
certain of its projects, it would have incurred substan- 
tial losses on completion of these projects. 


65/ Some projects went forward to completion. 
Others, and they were larger, did not. The lack of com- 
pletion resulted from a number of factors, including 
neighborhood opposition to housing at particular sites 
and the inability of Stirling Homex to continue to ob- 
tain financing which led to its ultimate collapse. 


66/ In addition to representations by Stirling Homex 
that the feasibility letters were a commitment of fi- 
nancing, PMM relied upon an opinion of counsel ex- 
perienced in FHA matters, furnished to them by 
Stirling Homex management, which stated that, “In 
the trade and within the FHA organization, the feas- 
ibility letter is considered a binding, firm and reliable 
document” and “In summary, it is our opinion that the 
feasibility letter may reasonably be treated for account- 
ing purposes as a basis for recognition of projected pro- 
jects.” The auditors did not fully relate the existing 
facts to this opinion. 


67/ The materiality of this one project to the financial 
statements of Stirling Home: is vividly illustrated by 
the fact that sales on this project represented in excess 
of 60% of all module sales for the seven month period 
reflected in Stirling Homex’s 1971 registration state- 
ment. 


68/ Stirling Homex’s unbilled receivables grew rapidly. 
On December 31, 1969, unbilled receivables were 
$644, 918. At the end of the 1970 fiscal year, unbilled 
recéivables increased more than seven-fold to $4.6 
million. By July 31, 1971, the unbilled receivables 
were to increase by over $25 million bringing the total 
to $29.5 million. This increase of unbilled receivables 
created a distorted balance sheet since the current as- 
sets were composed primarily of these unbilled receiv- 
ables. 
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69/ The relevant paragraph from the June 30, 1971 
letter of comment reads as follows: “It is noted that 
the number of modules installed through April 30, 
1971 is far less than the number manufactured 
through the fiscal year ended July 31, 1970. It ap- 
pears to the Division that the registrant's accounting 
practices recognize income too far in advance of the 
date of billing to customers. It is requested that the 
financial statements for the current year be revised 
to defer recognition of income at least to a point no 
sooner than the amount is validly billable to the 
customer.” 


70/ At this meeting, which is discussed infra, a PMM 
partner responsible for the Stirling Homex account 
made a number of statements regarding Stirling 
Homex’s accounting practices which we believe to 
have been in error. 


71/ Inits submission, Stirling Homex falsely repre- 
sented to the staff--as it had to PMM--that a letter 
of designation from an LHA under the turnkey pro- 
gram represented such a commitment. 


72/ For example, on the RIT project, which Stirling 
Homex included in sales for the nine months period 
ended April 30, 1971, Stirling Homex “assigned” 
modules to the project for the urpose of recognizing 
income but they were not the type called for by 

the project. It was not until May, 1971 that the Com- 
pany began manufacturing the appropriate modules. 


73/ In 1970, the Accounting Principles Board issued 
APB Statement No. 4 which stated the general view 
on income recognition as follows: 


“Revenue is conventionally recognized at a 
specific point in the earning process of a 
business enterprise, usually when assets are 
sold or services are rendered. This conven- 
tional recognition is the basis of the pervasive 
measure of principle known as realization.” 


* * 


“Revenue is generally recognized when both 
the following conditions are met: (1) the 
earnings process is complete or virtually 
complete, and (2) an exchange has taken 
place.” 


74/ While there are some exceptions to this rule, the 
necessary criteria for such exceptions did not exist 

in this case. This method, as indicated above, differed 
from the method Stirling Homex utilized in connec- 
tion with recording sales on the manufacture of the 
modules whereby Stirling Homes recorded sales and 
income upon the completion of the manufacture of 
the modules. See Accounting Research Bulletin No. 
45. 


75/ Although PMM reviewed HKF workpapers, they 
did not learn of questions raised by HKF regarding the 
income recognition policies of Stirling Homex which 
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HKF had reported on in the prior years’ financial state- 
ments. 


76/ In some cases, Stirling Homex did not actually 
have a letter of designation but only a preliminary, 
non-binding letter of intent. 


77/ Although PMM was not aware of this fact, this 
group was formed at the behest of Stirling Homex solely 
because of the necessity to have such a corporate ve- 
hicle to ostensibly negotiate and contract with Fed- 

eral agencies for the funding of housing projects. 


78/ The limit of funding on any individual Farmers 
Home project is restricted by statue to $750,000. 
The Mississippi GGC contract provided that Missis- 
sippi GGC had the rights to assign its rights under 
the contract to one or more non-profit corporations 
subject to the approvals of the appropriate govern- 
mental funding agency involved. 


79/ PMM did not know that the document was forged 
or spurious and it was presented to PMM as represent- 
ing a commitment of funding by Farmers Home. 


80/ The confirmation received by the auditors as of 
February 28, 1971 in connection with GGC confirmed 
“a contract dated February 28, 1971 providing for 
total development and construction cost of fifteen 
million dollars,” whereas in fact the contract for 
which confirmation was being sought was dated De- 
cember 28, 1970. Although this was treated as a clear- 
ical error (and the July 31, 1971 confirmation subse- 
quently received referred to the appropriate contract 
date) and we do not suggest that this contract was 

not in fact validly executed, we nevertheless believe that 
under the circumstances further inquiry should have 
been made concerning the date of the contract. 


81/ PMM’‘s workpapers contain a notation by a PMM 

partner stating that absent such financing “the income 
recognition on the sale of the financed modules could 
be jeopardized.” 


82/ In connection with the July 1971 audit, the con- 
firmation return did not contain any such typewritten 
note. 


83/ Stirling Homex recorded accounts receivable of 
$6, 818,000 during this period on this project against 
which $2,348,000 was purportedly received by the 
Company, leaving a net receivable of $4,470,000. 

In fact the $2,348,000 which related to three other 
Akron projects was erroneously applied to this re- 
ceivable and the figure should have been $6,818,000. 


84/ The Providence Road, Bird & Pearl Street and 
North Street projects representing approximately 
$2,170,000 out of a total accounts receivable figure at 
February 28, 1971 of $26,960,000 were paid for 
prior to July 31, 1971. However, cost overruns on 

the projects accumulated in excess of $326,000 

upon completion. 


























85/ The non-profit sponsor for the project in fact had 
withdrawn at the time of the July 1971 audit. PMM 
was not aware of this fact. 


86/ The only evidence that was submitted to PMM 
that any permanent financing had been obtained, was 
acommitment dated July 19, 1971 by the Dime Sav- 
ings Bank of Williamsburg (““DSBW’’) to make a first 
mortgage loan in the amount of $825,000 for a 112 
unit development to be constructed in Utica, New 
York. The commitment by the DSBW was short in 
the amount of $283,000 required to make up the 

full sale price ($1,232,000). As for the remaining 
module sales reported as attributable to the Simon 
contract, no revenues should have been recognized 
because of the lack of evidence of permanent finan- 
cing. 


87/ Approximately $36,400,000 of accounts receiv- 
able out of $37,850,000 total accounts receivable 
were improperly included as assets. 


88/ In fact, by the time of the PMM audit, the pro- 
ject had been rejected by the Farmers Home. This 
was not known to PMM. 


89/ Stirling Homex improperly classified as an asset 
certain costs and expenses amounting to approximate- 
ly $832,000 for the seven months ended February 

28, 1971 and $1 million for the fiscal year ended 

July 31, 1971 which related to the construction of a 
proposed Mississippi plant to be financed by a $5 
million industrial bond offering. This classification 
permitted these amounts to be capitalized rather 

than expensed during the period in which they were 
incurred, and resulted in an overstatement of net 
income for said periods. PMM’s acceptance of this 
classification was inappropriate in that reimburse- 
ment was unlikely under the terms of the trust in- 
denture, a substantial portion of the expenses were 
general and administrative expenses, and the reim- 
bursement of the $1 million in intangible expenses 
from the offering proceeds was highly unlikely since 
they represented 20% of the total proceeds. Stirling 
Homex incurred these cost overruns because of de- 
lays caused by Stirling Homex’s premature manufacture 
of modules, which were in large part motivated by the 
Company’s income recognition policies. These delays 
caused increased expense such as storage costs, module 
refurbishment, and dissatisfaction with the Stirling 
Homex product by some customers. 


90/ See Statement on Auditing Standards 1 at Sections 
561.01 ff. (“Subsequent Discovery of Facts Existing 
at the Date of the Auditor’s Report’’). 


91/ This announcement started the chain of events 
which led to the ultimate bankruptcy of the Com- 
pany in July 1972. 


92/ One of the matters under discussion was a certain 
land sale. PMM originally advised Stirling Homex that 
the transaction as originally structured would not, in 


its opinion, qualify for income recognition but indi- 
cated that if the transaction were restructured to bring 
it within the real estate guidelines then being applied 
generally by PMM, income would properly be recorded. 
The transaction was then restructured along the lines 
advised by PMM, and PMM gave its opinion to Stirling 
Homex management that income could be recognized. 
During the meeting the Commission’s Division of Cor- 
poration Finance indicated its disagreement with PMM’s 
views and the sale was reversed. 


93/ These elements are substantially the same elements 
discussed in connection with Stirling Homex's account- 
ing methods. See discussion above. 


94/ See /n the Matter of Arthur Andersen, ASR No. 
157, Exchange Act Release No. 10906. 


95/ In the event that PMM demonstrates to the satis- 
faction of the Commission that a recommendation of 
the committee is not reasonable or need not be imple- 
mented either in the form recommended or with rea- 
sonable modifications, then it has been agreed that 
such recommendation need not be adopted. 


96/ Since it is contemplated by all concerned that this 
examination and two subsequent reviews are designed 

to serve the purposes embodied within Rule 407 of the 
Federal Rules of Evidence, the parties have agreed to 

an order which the court has entered requiring that 

the details of the examination and reviews, the working 
papers and other documentation other than the reports 
of the committee and the reviewers and the deliberations 
of the committee and reviewers are to be held confiden- 
tial. 


97/ For the six-month period from May 1, 1975 through 
October 31, 1975, PMM has not accepted and will not 
accept audit engagements from new audit clients which 
contemplate the issuance by PMM of an auditor's opin- 
ion, in respect of financial statements which it is expected 
by PMM will be filed with the Commission within the 
next succeeding twelve-month period. Such limitation 
shall not include an audit client (i) in which a signifi- 
cant equity or debt interest is held or acquired by a 
present client of PMM, (ii) for which PMM has provided 
professional servides since January 1, 1974 and prior 

to May 1, 1975, (iii) which is controlled by a foreign 
entity provided the financial statements of the client 
are not separately filed with the Commission, (iv) which 
is a client or a subsidiary or division of a client of a 
foreign affiliated firm of PMM, (v) which since July 1, 
1974 and prior to May 1, 1975 has communicated 

with PMM concerning the possible engagement of PMM 
as its auditor (the Commission having been advised of 
the number of such instances), or (vi) if its acceptance 
by PMM as an audit client is approved in the particular 
circumstances by the Chief Accountant of the Com- 
mission. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 11518/July 2, 1975 


Administrative Proceeding File No. 3-4674 
In the Matter of 


ELCO CORPORATION 
(81-186) 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 12(h) OF THE ACT 


The Securities and Exchange Commission has issued an or- 
der granting the application of Elco Corporation (‘‘Appli- 
cant’), a Pennsylvania corporation, pursuant to Section 12 
(h) of the Securities Exchange Act of 1934, as amended (the 
"1934 Act’’), for an exemption from the provisions of Sec- 
tion 15(d) of the 1934 Act. 


It appears to the Commission that the requested exemption 
is not inconsistent with the public interest and the protec- 
tion of investors in view of the fact that none of the secu- 
rities of the Applicant (other than the Debentures) are held 
by any person other than Gulf & Western Industries, Inc. 
(“G&W"’), since the Debentures will be fully and directly 
guaranteed by G&W, it is the 1934 Act Reports of G&W 

and not those of Applicant in which reasonable investors 
would be primarily interested, and Applicant has undertaken 


to report on Form 8-K, among other things, any event occur- 


ring which would affect the rights of the Debentureholders. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11519/July 2, 1975 


EXECUTIVE SECURITIES CORP., RICHARD O. BERTO- 
L! AND ARNOLD L. FRIELICH NAMED IN ADMINIS- 
TRATIVE PROCEEDING 


The Securities and Exchange Commission has ordered Pub- 
lic Administrative Proceedings against Executive Securities 
Corp. (‘Executive’), a registered broker-dealer, Richard O. 
Bertoli (‘“Bertoli’’) a director, president and chief executive 
officer, and Arnold L. Freilich, a director and secretary- 
treasurer. A hearing will be scheduled to determine if the 
Commission's anti-fraud, bookkeeping and short sale pro- 
visions under Section 17(a) of the Securities Act of 1933 
and Sections 10(a), 10(b) and 17(d) of the Securities Ex- 
change Act of 1934 (‘Exchange Act’’) and Rules 10a-1(b), 
10a-1(c), 10b-5, 17a-3 and 17a-4 thereunder have been vio- 
lated by the Respondents in that the Respondents engaged 
in a fraudulent scheme to defraud customers who purchased 
securities of Centronics Data Computer Corp., and the Re- 
spondents also made misleading accounting entries to con- 
ceal their activities with regard to Centronics stock. In addi- 
tion, the Respondents misled and deceived various broker- 
dealers concerning short sales with respect to stock of Inter- 
national Business Machines Corp. The Order for Proceeding 
recites the fact that Executive and Bertoli consented to an 
injunction issued by the United States District Court for 
the Southern District of New York enjoining them from 
further violations of the bookkeeping provisions of the Ex- 
change Act and that a trustee was appointed for Executive 
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by the Court pursuant to the Securities Investor Protection 
Act of 1970. 


For further details see Securities Exchange Act Release No. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11520/July 2, 1975 


Admin. Proc. File No. 3-4599 
In the Matter of 


LONDON SECURITIES LTD. 
New York, New York 
(8-15695) 


JOSEPH C. CAGGIANO 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC.- 
TIONS 


In these broker-dealer proceedings under the Securities Ex- 
change and Securities Investor Protection Acts, London Se- 
curities Ltd. (“‘registrant’’), a registered broker-dealer, and 
Joseph C. Caggiano, president and a director of registrant, 
have consented, solely for the purpose of settling these pro- 
ceedings and without admitting or denying the allegations in 
the order for proceedings, to findings of misconduct as al- 
leged in that order, to revocation of registrant’s broker- 
dealer registration and to an order barring Caggiano from 
association with any broker-dealer, investment company or 
investment adviser. 


On the basis of the order for proceedings and respondents’ 
consents, it is found that: 


1. During the periods from about June 22 to June 28, 1973 


and from about July 31, 1973 to January 3, 1974, registrant, 


willfully aided and abetted by Caggiano, willfully violated 
section 15(c)(3) of the Exchange Act and Rule 15c3-1 
thereunder, in that it effected securities transactions when 
its aggregate indebtedness exceeded 2000% of its net capital 
and it did not have and maintain net capital of at least $5,- 
000 prior to July 31, 1973 and $15,000 thereafter. 


2. During the period from about June 29, 1973 to January 


24, 1974, registrant, willfully aided and abetted by Caggiano, 


willfully violated Section 17(a) of the Exchange Act and 
Rules 17a-3, 17a-4 and 17a-11 thereunder in that registrant 
failed to make accurately and keep current certain of its 
books and records, failed to give the Commission immediate 
telegraphic notice of its bookkeeping deficiencies and to 
file required reports of steps it was taking to correct those 
deficiencies. 


3. During the period from about June 22, 1973 to January 


24, 1974, registrant, willfully aided and abetted by Caggiano, 


willfully violated Section 17(a) of the Exchange Act and 
Rule 17a-11 thereunder in that it failed to give the Commis- 
sion immediate telegraphic notice of its net capital deficien- 
cies, and to file required reports of its financial condition. 
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4. During the period from about October 9, 1973 to Janu- 
ary 24, 1974, registrant, willfully aided and abetted by Cag- 
giano, willfully violated Section 7(c) of the Exchange Act 
and Regulation T promulgated thereunder by the Board of 
Governors of the Federal Reserve System in that registrant 
failed to cancel promptly or otherwise liquidate transac- 
tions when customers’ payments were not received within 
seven business days. 


5. During the period from about July 18, 1973 to January 
24, 1974, registrant, willfully aided and abetted by Caggiano 
willfully violated Section 15(b) of the Exchange Act and 
Rule 15b3-1 thereunder in that registrant failed to amend 
promptly its Form BD to show that a certain person was no 
longer a vice president and secretary of registrant. 


In view of the foregoing, it is in the public interest to im- 
pose the sanctions to which respondents have consented. 


Accordingly, 1T IS ORDERED that the registration as a 
broker or dealer of London Securities Ltd. be, and it hereby 
is, revoked; 1/ and it is further 


ORDERED that Joseph C. Caggiano be, and he hereby is, 
barred from being associated with any broker, dealer, invest- 
ment company or investment adviser. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 


1/ This order shall not pertain to or restrict the activities of 
the present trustee or any successor appointed under the 
Securities Investor Protection Act with respect to the liqui- 
dation of registrant’s business. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 11521/July 2, 1975 


NOTICE OF REQUEST FOR PUBLIC COMMENT ON 
RULES OF NATIONAL SECURITIES EXCHANGES 
WHICH LIMIT OR CONDITION THE ABILITY OF MEM- 
BERS TO EFFECT TRANSACTIONS IN SECURITIES 
OTHERWISE THAN ON SUCH EXCHANGES (File No. 
$7-543) 


On June 4, 1975, the Securities Acts Amendments of 1975 
(the “1975 Amendments”), 1/ amending the Securities Ex- 
change Act of 1934 (the “Act’’), were signed into law. Sec- 
tion 11A(c)(4)(A) of the Act, as added by the 1975 Amend- 
ments, directs the Commission to review any and all rules 2/ 
of national securities exchanges which limit or condition the 
ability of members to effect transactions in securities other- 
wise than on such exchanges. 3/ The legislative history of 
Section 11A(c)(4)(A) 4/ indicates that the Commission 
must review such rules de novo and must evaluate them in 
light of the purposes of the Act and in consideration of cer- 
tain competitive standards made explicit by the 1975 Amend- 
ments. Section 11A(c)(4) provides that the results of this 
review must be reported to the Congress not later than 90 
days following enactment of the 1975 Amendments (/.e., by 





September 2, 1975). The Section also provides that the 
Commission must ““commence a proceeding in accordance 
with Section 19(c) of this title to amend any such rule im- 
posing a burden on competition which does not appear nec- 
essary or appropriate in furtherance of the purposes of this 
title,” 5/ and must complete any such proceeding within 90 
days after publication of notice of its commencement. 


In order to assist the Commission in its study and evalua- 
tion, the Commission has determined to solicit the com- 
ments of interested persons as to those rules of national 
securities exchanges which are considered by commentators 
to limit or condition a member’s ability to effect transac- 
tions otherwise than on such exchanges. Commentators 
are requested to give particular attention to whether such 
rules impose or have the effect of imposing burdens on 
competition, and whether any such rule is necessary or ap- 
propriate in furtherance of the purposes of the Act. 


Finally, commentators should analyze 6/ whether any ex- 
change rule which limits or otherwise conditions the ability 
of an exchange member to effect transactions otherwise 
than on that exchange is necessary or appropriate to assure: 
(1) the protection of investors; 7/ 

(2) the maintenance of fair and orderly markets; 8/ 

(3) the removal of impediments to, and the perfection of 
the mechanism of, a national market system for securities; 9/ 
(4) fair competition among brokers and dealers, among ex- 
change markets, and between exchange markets and mar- 
kets other than exchange markets; 10/ 

(5) the practicability of brokers executing investors’ orders 
in the best market; 11/ 

(6) economically efficient execution of securities transac- 
tions; 12/ and 

(7) an opportunity, consistent with the standards indicated 
in subparagraphs (5) and (6) above, for investors’ orders 

to be executed without the participation of a dealer. 13/ 


The Commission has determined not to hold oral hearings 
at the present time in connection with its study and evalua- 
tion; however, should a review of public comments indicate 
that such hearings would assist the Commission in its study, 
the Commission may order that oral hearings be instituted. 


Three copies of any written submission should be submitted 
to George A. Fitzsimmons, Secretary, Securities and Ex- 
change Commission, 500 North Capitol Street, Washington, 
D. C. 20549, no later than July 31, 1975. Reference should 
be made to File No. S7-543. All comments received will be 
subject to public inspection. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


1/ Pub. L. No. 94-29 (June 4, 1975). 


2/ As defined by Section 3(a)(27), the term “rules of an ex- 
change” includes the constitution, articles of incorporation, 
bylaws and rules of such exchange “’. . . and such of the stat- 
ed policies, practices, and interpretations of such exchange, 
. ..as the Commission, by rule, may determine to be nec- 
essary or appropriate in the public interest or for the pro- 
tection of investors to be deemed to be rules of such ex- 
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change. . . ."" Commentators are urged to address the stated 
policies, practices, and interpretations of exchanges to the 
extent they limit or condition the ability of members to ef- 
fect transactions in securities otherwise than on such ex- 
changes. 


3/ For example, Rules 107, 394, 395, 396, and 438 of the 
New York Stock Exchange, Inc., and Article XIV, Section 

8 of its Constitution, Rule 5 of the American Stock Ex- 
change, Inc., and Article V, Section 4 of its Constitution, 
and Rule 6.49 of the Chicago Board Options Exchange, Inc., 
may be considered to have such an effect. 


4/ Committee on Conference, Conference Report to Ac- 
company S.249, H.R. Rep. No. 94-229, 94th Cong., 1st Sess. 
95 (1975). 


5/ Section 11A(c)(4)(A) of the Act. 
6/ Commentators are encouraged to support their analysis 


with reference to factual evidence relating to execution of 
orders and the operation of exchange markets and non-ex- 


change markets for securities listed or traded upon exchanges, 


and, where appropriate, with citations to legal or other au- 
thorities. Set forth below is a list of some of the source ma- 
terial relating to the subject matter of the Commission’s re- 
view. While the list should not be assumed to be complete 
or exhaustive, it may prove useful to interested persons who 
wish to submit written comments to consider these materials 
in connection with their comments: 


Committee on Conference, Conference Report to Accom- 
pany S.249, H.R. Rep. No. 94-229, 94th Cong., 1st Sess. 
(1975); Senate Comm. on Banking, Housing and Urban Af- 
fairs, Report to Accompany S.249, S. Rep. No. 94-75, 94th 
Cong., ist Sess. (1975); House Comm. on Interstate and 
Foreign Commerce, Report to Accompany H.R. 4117, H.R. 
Rep. No. 94-123, 94th Cong., 1st Sess. (1975); Hearings Be- 
fore the Subcomm. on Securities of the Senate Comm. on 
Banking, Housing and Urban Affairs on S.2519, 93d Cong., 
1st Sess. (1973); Subcomm. on Securities of the Senate 
Comm., on Banking, Housing and Urban Affairs, Report on 
the Securities Industry Study, S. Doc. No. 93-13, 93d Cong., 
1st Sess. (1973); Staff of the Subcomm. on Commerce and 


Finance of the House Comm. on Interstate and Foreign Com- 


merce, 92d Cong., 2d Sess., Report on the Securities indus- 
try Study (Sub-comm. Print 1972); Securities and Exchange 
Commission Staff Study, Report: Rule 394 (September 14, 
1965), in Study of the Securities Industry, pt. 6, Hearings 
Before the Subcomm. on Commerce and Finance of the 
House Comm. on Interstate and Foreign Commerce, H.R. 
Serial No. 92-37e, 92nd Cong., 2d Sess. 3293 (1972); Secu- 
rities and Exchange Commission, Policy Statement on the 
Structure of a Central Market System (March 29, 1973); 
Securities and Exchange Commission, Statement on the 
Future Structure of the Securities Markets (February 2, 19- 
72); Securities Exchange Act Release No. 11151 (December 
24, 1974); Securities Exchange Act Release No. 7954 (Sep- 
tember 16, 1966); New York Stock Exchange, /ncentives to 
Exchange Membership in a Central Market System (Novem- 
ber 12, 1973); New York Stock Exchange, A Staff Analysis 
of Issues Affecting the Structure of a Central Exchange Mar- 
ket for Listed Securities (July, 1973); /n re Rules of the 
New York Stock Exchange, 10 SEC 270 (1941); /n re Edi- 
son Elec. Illuminating Co. of Boston, 1 SEC 909 (1936). 
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Sections 6(b)(5) and 11A(a)(1)(C) of the Act. 

Sections 2 and 11A(a)(1)(C) of the Act. 

Sections 2, 6(b)(5) and 11A(a)(2) of the Act. 

Section 11A(a)(1)(C)(ii) of the Act. 

Section 11A(a)(1)(C)(iv) of the Act. 

Section 11A(a)(1)(C)(i) of the Act. - 

Section 11A(a)(1)(C)(v) of the Act. fi 
tl 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19064/June 26, 1975 
In the Matter of 


INDIANA & MICHIGAN ELECTRIC COMPANY 
Fort Wayne, Indiana 46801 


—oo @oow rh | 


(70-5530) 
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SUPPLEMENTAL ORDER AUTHORIZING ACQUISITION 
OF COAL MINES 


i an es 


Indiana & Michigan Electric Company (“1&M”’), an electric 
utility subsidiary company of American Electric Power 
Company (“AEP"’), a registered holding company, has filed 
with this Commission a post-effective amendment to its ap- 
plication, as amended, pursuant to Sections 9(a) and 10 of 
the Public Utility Holding Company Act of 1935 (“Act”) 
regarding the following proposed transaction. 
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On June 19, 1974, |1&M entered into a coal supply contract 
(“contract”) with McCulloch Oil Corporation (‘‘McCulloch”) 
and Braztah Corporation (“Braztah”’), a McCulloch subsid- 
iary. The contract generally related to the sale by Braztah 
of low sulfur coal to AEP System companies from certain 
mines located in Carbon County, Utah (“Carbon County 
mines”’). 
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The contract contemplated that Braztah would own and 
operate the mines. It was expected that a leveraged lease, 
guaranteed by |&M, could be procured to finance the de- 
velopment. 1&M undertook to provide Braztah with interim 
financing by advancing Braztah up to $10 million on short- 
term notes, secured by the Carbon County mines. The con- 
tract further provided that, if long-term financing could | 
not be obtained by Braztah within 270 days after 1&M’s 
first advance, |1&M would purchase the Carbon County 
mines. The contract defines the price to be paid, which is 
described below. It also granted Braztah an option to re- 
purchase the property at the same prize within 180 days 
after the sale. 
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On October 21, 1974 (HCAR No. 18614) 1&M was author- 
ized to acquire notes issued by Braztah in an aggregate a- 
mount not to exceed $10 million. Jurisdiction was reserved 
with regard to ail other transactions relating to the coal 
mining venture. 1&M states that such long-term financing 
cannot be obtained within the time specified in the con- 
tract. 




























1{&M now proposes to purchase from Braztah the Carbon 
County mines and related equipment at the contract price. 
The coal reserves are sold at 18 cents per ton of assured re- 
coverable coal. The parties have agreed, based on engineer- 
ing studies, that at least 140 million tons of such reserves 
are present, for which 1&M will pay $25.2 million. One- 
fifth of this, about $5 million, will be paid at closing and 
the balance will be paid, with 8% interest, in five equal an- 
nual installments. Provision is made for a core drilling pro- 
gram, at 1&M’s expense over the next four years, to deter- 
mine the amount of additional reserves included. 1&M will 
pay Braztah 18 cents a ton for such addition reserves, with 
8% interest, in five equal installments in the sixth to tenth 
years, after closing. 


The balance of the prize under the contract consist of $502, 
400, representing the stockholder’s equity of Braztah on the 
date the contract becomes effective and payment by |&M 

of the liabilities incurred by Braztah in connection with the 
acquisition of reserves or production of coal. Such liabilities 
are stated to include the $8.5 million advanced Braztah by 
1&M pursuant to the Commission’s order, plus $389,000 of 
accrued interest thereon, almost $2.4 million of obligations 
for purchase of coal or water rights and $1,253,000 of cur- 
rent obligations. The total is approximately $13 million, of 
which $8.9 million has already been advanced by |&M. A- 
bout $4.7 million of this sum was spent by Braztah in pur- 
chase of equipment which will be transferred to 1&M, and 
the balance represents acquisition and mine development 
costs. 


A mine is now in operation, but extensive additional develop- 


ment is required, presently budgeted at $71 million, includ- 
ing mining equipment. The mines, when fully developed 
by 1982, are expected to produce 6.5 million tons of low 
sulfur coal annually. Braztah has been selling current pro- 
duction to 1&M under the contract. Its inventory of mined 
coal is included in the assets to be acquired by !&M, an ad- 
ditional payment of $1.50 per ton being provided in lieu of 
Braztah’s unrealized profit thereon. 


The new agreement differs from the terms of the original 
contract in that Braztah waives its option to repurchase the 
properties within 180 days. The core drilling obligation has 
been extended from 24 to 48 months; 1&M’s obligation to 
pay for additional reserves has been deferred and Braztah 
has been relieved of its obligation to pay half the cost of 
that program. 


1&M will employ Braztah to operate the mines as an inde- 
pendent contractor until December 31, 1999, subject to ex- 
tension. During a development period expiring at the end of 
1980, Braztah’s fee is to be 26 cents a ton. The fee there- 
after is based on production per man-day, ranging from a 
minimum of 11 cents a ton to a maximum of 36 cents a 

ton, the larger fee being allowed for better productivity. A 
quarterly adjustment of the rate is provided for on the basis 


of changes in All Commodities Wholesale Price Index as com- 


pared with January 1974. The contract contains provisions 
giving, in substance, 1&M a right of first refusal of coal ob- 
tained by McCulloch anywhere in the United States west of 
the Mississippi River. 


Title to the mines and equipment will be taken by Frank- 


lin Realty, an associate company of 1&M. As in other cases, 
all the assets, liabilities and income and expenses of the Car- 
bon County mines will be treated as those of |1&M. 


The record is incomplete with regard to fees and expenses 
to be incurred in connection with the proposed transaction. 
No state commission and no federal commission, other than 
this Commission, has jurisdiction over the proposed transac- 
tion. 


Upon the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are necessary ; 
and that it is appropriate in the public interest and in the in- 
terest of investors and consumers that said application, as 
further amended by said post-effective amendment, be 
granted. 


IT iS ORDERED, pursuant to the applicable provisions of 
the Act and rules thereunder, that said application, as a- 
mended by said post-effective amendment, be, and it hereby 
is, granted forthwith, subject to the terms and conditions 
prescribed in Rule 24. The reservation of jurisdiction over 
fees and expenses is hereby continued in effect. 


IT IS FURTHER ORDERED that, subject to further order 
of this Commission, the price at which coal from the Braz- 
tah Reserves is sold to AEP System companies shall not ex- 
ceed the cost thereof to the seller. For this purpose cost 
shall include reasonable compensation for necessary capital 
which shall be determined from 1&M’s overall cost of capi- 
tal by applying to the total investment in the Braztah Re- 
serves and the Carbon County Mines, a composite rate of 
return computed by applying to 1&M’s capital structure at 
May 31, 1975 an interest rate on long term debt equal to 
the effective interest cost of 1&M’s last bond issue, a prefer- 
red dividend rate equal to the effective dividend rate of 1& 
M’s last preferred stock issue, and a rate of return on equity 
(excluding preferred stock) of 12%% per annum. The price 
herein authorized is conditioned upon the filing of quarterly 
statements reflecting the total investment in the Braztah Re- 
serves and the Carbon County Mines and statements listing 
the quantities of coal sold to each buyer, the price of such 
coal, and the computation of the cost of such coal sold dur- 
ing that quarter. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19065/June 26, 1975 


In the Matter of 

CONSOLIDATED NATURAL GAS COMPANY 
30 Rockefeller Plaza 

New York, New York 10020 


CNG RESEARCH COMPANY 
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Four Gateway Center 
Pittsburg, Pennsylvania 15222 


(70-5705) 


NOTICE OF PROPOSAL TO ACQUIRE A WHOLLY-OWN- 
ED RESEARCH AND DEVELOPMENT SUBSIDIARY 
CORPORATION 


NOTICE IS HEREBY GIVEN that Consolidated Natural 
Gas Company (“Consolidated’’), a registered holding com- 
pany, and CNG Research Company (“CNG Research”’), 
which upon consummation of the transaction herein propos- 
ed will become a wholly-owned subsidiary of Consolidated, 
have filed a joint-application-deciaration with this Commis- 
sion pursuant to the Public Utility Holding Company Act of 
1935 (‘‘Act’’), designating Sections 6, 7, 9, 10 and 12 of the 
Act and Rules 43 and 45 promulgated thereunder as appli- 
cable to the following proposed transaction. All interested 
persons are referred to the application-declaration, which is 
summarized below, for a complete statement of the proposed 
transaction. 


CNG Research, a newly-created Delaware corporation, will 
engage in research and development with respect to natural 
gas and substitute natural gas. At present, the Research De- 
partment of Consolidated Natural Gas Service Company 
(“Service Company”’) is administering more than forty re- 
search projects. In some of these Consolidated has a pro- 
prietary interest ranging from 5% to 100%. Consolidated 
proposes to assign to CNG Research four proprietary research 
contracts will be retained by the Service Company, which 
will continue to conduct research thereunder. All proprie- 
tary research will hereafter be conducted by CNG Research. 


CNG Research proposes (1) to engage generally in research 
and development, by contract or otherwise, with respect to 
processes and technology relating to production, augmenta- 
tion of supply, efficient use and conservation of natural and 
substitute natural gas; (2) to finance in whole or in part 
such research and development efforts; (3) to acquire or re- 
ceive the benefits of rights, technology, processes, patents, 
proprietary information and data to which it may be enti- 
tled under the terms of these contracts, which may also in- 
volve the acquisition of securities, utility assets (except re- 
tail distribution systems) and any other interest in any busi- 
ness to which it may be entitled under the terms of such 
contracts. 


The four contracts to be assigned to CNG Research by Con- 
solidated require expenditures in 1975 in the aggregate a- 
mount of $2,500,000. Two of these contracts also impose 
minimum obligations over the years 1976-1979 of an aggre- 
gate amount of $600,000 per year. 


Consolidated proposes to acquire in 1975, for cash, 25,000 
shares of CNG Research’s common stock, par value $100 

per share, for $2,500,000 and, during each of the years 19- 
76-1979, 6,000 such shares for $600,000. Authorization 

for investment of additional sums required by CNG Research 
will be applied for on an annual basis. 


The fees and expenses to be incurred in connection with 


this transaction are estimated at $16,250, including legal fee 
of $9,500 (not including legal services performed on a cost 
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basis by the Service Company). It is stated that no State 
commissicn and no Federal commission, other than this 


Commission, has jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested person 
may, not later than July 21, 1975, request in writing that a 
hearing be held on such matter, stating the nature of his 

interest, the reasons for such request, and the issues of fact 


or law raised by said application-declaration which he desires 


to controvert; or he may request that he be notified if the 
Commission should order a hearing thereon. Any such re- 
quest should be addressed: Secretary, Securities and Ex- 

change Commission, Washington, D. C. 20549. A copy of 


such request should be served personally or by mail (air mail 


if the person being served is located more than 500 miles 
from the point of mailing) upon the applicant-declarant at 


the above stated address, and proof of service (by affidavit 


or, in case of an attorney at law, by certificate) should be 
filed with the request. At any time after said date, the ap- 


plication-declaration, as filed or as it may be amended, may 
be granted and permitted to become effective as provided in 


Rule 23 of the General Rules and Regulations promulgated 
under the Act, or the Commission may grant exemption 

from such rules as provided in Rules 20(a) and 100 thereof 
or take such other action as it may deem appropriate. Per- 


sons who request a hearing or advice as to whether a hearing 


is ordered will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) and 
any postponements thereof. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 


Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19066/June 30, 1975 


In the Matter of 


OHIO EDISON COMPANY 
Akron, Ohio 44308 


PENNSYLVANIA POWER COMPANY 
New Castle, Pennsylvania 16103 


(70-5390) 


SUPPLEMENTAL ORDER AUTHORIZING EXTENSION 
OF SHORT-TERM BORROWING AUTHORIZATION 


Ohio Edison Company (“Ohio Edison”’), an electric utility 
company and a registered holding company, and its electric 
utility subsidiary company, Pennsylvania Power Company 
(“Penn Power’’), have filed post-effective amendments to 
the application-declaration previously filed in this proceed- 
ing with this Commission pursuant to Sections 6, 7, and 12 
(b) of the Public Utility Holding Company Act of 1935 
(““Act’’) and Rule 45 promulgated thereunder regarding the 
following proposed transaction. 


Ohio Edison and Penn Power along with Duquesne Light 
































Company (’’Duquesne”’), the Cleveland Electric Illuminating 
Company (“CEI”) and the Toledo Edison Company (’’To- 
ledo Edison’”’), all unaffiliated with Ohio Edison or Penn 
Power, have entered a joint development program for power 
generation and transmission known as the Central Area Pow- 
er Coordination Group (““CAPCO”’). On December 22, 19- 
69, Ohio Edison, Penn Power and Duquesne, as buyers, en- 
tered into a 25-year coal supply agreement with the North 
American Coal Corporation, as seller, for supplying the coal 
requirements of a CAPCO generating unit and a supplemen- 
tary agreement to develop a new mine also to supply the 
said unit. These agreements were assigned by the seller to 
its wholly-owned subsidiary, Quarto Mining Company 
(“Quarto’’). On November 30, 1971, the CAPCO compa- 
nies entered into an agreement directly with Quarto to pro- 
vide for the coal requirements of other CAPCO company 
generating units and to provide for additions to the new 
mine and the development of other new mines. 


The transaction that is the subject of this proceeding relates 
(1) to the financing arrangements pursuant to which Quarto 
will complete additions to or will develop two of the new 
mines and (2) to short-term borrowings that Ohio Edison 
and Penn Power may incur in connection with their normal 
operations. Ohio Edison and Penn Power are now requesting 
that, upon the expiration of the authority granted under 
HCAR No. 18511 (July 26, 1974) to make short-term bor- 
rowings and/or guarantees not in excess of 10% of their 
respective capitalizations through June 30, 1975, such au- 
thority be extended through June 30, 1976. 


Ohio Edison and Penn Power would be authorized to make 
short-term borrowings up to $153,000,000 and $26,000,000 
respectively, but in no event would the amount outstanding 
exceed 10% of the aggregate of (1) the total principal a- 
mount of all bonds or other securities representing secured 
indebtedness issued or assumed by that company presently 
outstanding and (2) the present aggregate of the par value 

of, or started capital represented by, the outstanding shares 
of all classes of stock and of the surplus of such company, 
paid in, earned and other, if any. The amount of permissible 
unsecured indebtedness under the companies’ charters is in 
each case similarly restricted. 


The short-term borrowings to be made by Quarto and/or 
the Owner-Trustee under the lease transaction, the repay- 
ment of which are to be guaranteed by the CAPCO com- 

panies, will be primarily under lines of credit established 

with five banks as follows: 


Estimated Effective 
Rates w/Prime at 7% 


Expected % Utili- Full Utili- 
Bank Name Amount _Terms_ zation. _ zation _ 
Cleveland Trust $10,000,000 117% of prime 8.19% 8.19% 
The Chase Man- 
hattan Bank, 
N.A. $25,000,000 110% of prime 9.10 8.40 
& 10% of prime 
fee on line in lieu 
of balances 
Central Nat’! 3,000,000 117% of prime 9.19 8.44 
Bank of & %% facility fee 
Cleveland on total line & 4% 
fee on unused line 
Melion Bank,N.A 5,000,000 Prime + 1%% 8.25 8.25 
Society Nat’! 3,000,000 120% of prime 8.40 8.40 
Bank of Cleveland 
Weighted Avg. $46,000,000 8.77% 8.34% 





In addition, short-term borrowings may be made from the 
Note and Bond Escrow Funds (unspent proceeds of the 
permanent financing previously consummated in connec- 
tion with Quarto’s development of the mines) prior to the 
time the monies therein contained are expended. In this 
way, amounts in the Bond Escrow Fund can be utilized by 
the Owner-Trustee prior to the time those funds are required 
by Quarto and Quarto can utilize amounts in the Note Es- 
crow Fund prior to the time those funds are required by the 
Owner-Trustee. The interest rate for borrowings from the 


Note Escrow Fund will bear interest at the interest rate ap- 
plicable to the Notes and the interest rate for borrowings 
from the Bond Escrow Fund will bear interest at the inter- 
est rate applicable to the Bonds. The repayment of such 
borrowing will be guaranteed by the CAPCO companies in 
the same way that the repayment of borrowings under the 
lines of credit referred to above will be guaranteed. 


In addition to the short-term borrowing authority requested 
in connection with the Quarto transaction as described a- 
bove, the companies also requested authority to borrow 
from banks as follows: 


Ohio Edison’s existing lines of credit are currently as fol- 








lows: Effective 
Rate 
Avg.Com- (based on 
Amount Interest pensating prime rate 
Bank of Line Rate Balances of 7%% 
Group of 46 $ 34,000,000 Prime None 8.00% 
banks headed (treating normal 
by First Nat’! working balances 
Bank of Akron as compensating 
balances) 
The Chase Man- 16,000,000 110% o0f 10% of 8 86% 
hattan Bank, N.A. Prime line 
Irving Trust 10,000,000 110%o0f 10% of 8 86% 
Company Prime line 
First Nat'l City 10,000,000 110%o0f 10% of 8 86% 
Bank of New York Prime line 
Morgan Guaranty 5,000,000 110% of 10% of 8.86% 
Trust Co. of New Prime line 
York 
The Cleveland 15,000,000 110% of None 8.70%" 
Trust Company Prime 
National City 10,000,000 110% of None 8.70%" 
Bank, Cleveland, Prime 
Ohio —_—_—_——_—_ Wotd. Avg. 
$100,000 000 Effective Rate 853% 


Penn Power's existing lines of credit are currently as follows: 


Group of 9 $ 11,000,000 Prime None 7 86% 
banks headed (treating normal 
by First Nat'l working balances 
Bank of Lawrence as compensating 
County balances) 

First Nat‘! City 5,000,000 110%o0f None 8.70%" 
Bank of New Prime 
York —_—_—_—_—— Wotd. Avg. —_—__ 

: $ 16,000,000 Effective Rate 8.12% 


“Taking into account a fee in lieu of compensating balances equal to 
10% of the prime rate times the line of credit. 


These short-term borrowings together with guarantees in con- 
nection with Quarto are not to exceed $153,000,000 in the 
case of Ohio Edison and $26,000,000 for Penn Power. The 
proceeds from the issue and sale of the notes will be used by 
Ohio Edison and Penn Power for their construction programs 
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or to reimburse their treasuries for such construction ex- 
penditures. 


The additional fees, commissions, and expenses to be incur- 
red by Ohio Edison and Penn Power with respect to the re- 
quested extension of authorization are estimated in the case 
of Ohio Edison as $2,900, including legal fees of $2,400, 
and in the case of Penn Power as $1,100, including legal fees 
of $600. The Pennsylvania Public Utility Commission has 
authorized the proposed transaction with respect to Penn 
Power. It is stated that no other state commission and no 
federal commission, other than this Commission, has juris- 
diction over the proposed transaction. 


Upon the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in the 
interest of investors and consumers that said application- 
declaration, as further amended by the post-effective amend- 
ments, be granted and permitted to become effective: 


IT IS ORDERED, pursuant to the appiicable provisions of 
the Act and rules thereunder, that said application-declara- 
tion, as further amended by the post-effective amendments, 
be, and it hereby is, granted and permitted to become ef- 
fective forthwith, subject to the terms and conditions pre- 
scribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19067/June 30, 1975 


In the Matter of 


APPALACHIAN POWER COMPANY 
Roanoke, Virginia 24009 


INDIANA & MICHIGAN ELECTRIC COMPANY 
Fort Wayne, Indiana 46801 


OHIO POWER COMPANY 
Canton, Ohio 44701 


AMERICAN ELECTRIC POWER COMPANY, INC. 
New York, New York 10004 


(70-5690) 


ORDER AUTHORIZING ISSUE AND SALE OF NOTES 
TO BANKS AND TO DEALER IN COMMERCIAL PAPER 
BY HOLDING COMPANY, ISSUANCE AND SALE OF 
COMMON STOCK BY SUBSIDIARIES TO HOLDING 
COMPANY, CAPITAL CONTRIBUTIONS TO SUBSIDIARY 
AND GRANTING EXCEPTION FROM COMPETITIVE 
BIDDING 


American Electric Power Company, Inc. (“AEP’’), a register- 
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ed holding company, and Appalachian Power Company 
(“Appalachian’’), Indiana & Michigan Electric Company 
(“1&M"), and Ohio Power Company (“Ohio”’), its subsidiary 
electric utility companies, have filed an application-declara- 
tion and amendments thereto with this Commission pur- 
suant to Sections 6(b), 9, 10 and 12 of the Public Utility 
Holding Company Act of 1935 (“Act”) and Rule 50 promul- 
gated thereunder regarding the following proposed transac- 
tions. 


AEP requests that it be authorized to issue and sell, from 
time to time prior to June 30, 1976, as funds may be re- 
quired, short-term notes (including commercial paper) in an 
aggregate amount not to exceed $175,000,000 outstanding 
at any one time. None of such notes or commercial paper 
shall mature later than December 31, 1976. 


AEP proposes to issue and sell such short-term notes to 7 
banks which have agreed to purchase up to $102,000,000 
of such notes. The notes will be dated as of the date of the 
borrowing which they evidence, will mature not more than 
270 days from the date of issue or reissue thereof, will bear 
interest not greater than the prime rate of commercial banks 
at the time of issuance and will be prepayable at any time 
without premium or penalty. AEP will be required to main- 
tain compensating balances of 10% of the bank lines made 
available by such banks and additional compensating bal- 
ances of 10% of the amount of any borrowings. If the full 
amount were borrowed from the banks, the effective inter- 
est cost to AEP, based on a prime commercial rate of 7%, 
would be 8.75%. 


The commercial paper will be in the form of promissory 
notes in denominations of not less than $50,000 nor more 
than $5,000,000 of varying maturities, with no such matu- 
rity more than 270 days after the date of issue, and none 
will be prepayable prior to maturity. The commercial paper 
notes will be sold directly to Lehman Commercial Paper 
Incorporated (the “‘dealer’’), at a discount rate not in ex- 
cess of the discount rate per annum prevailing at the time 
of issuance for commercial paper of comparable quality and 
maturity. No commercial paper notes will be issued having 
a maturity of more than 90 days if such commercial paper 
notes would have an effective interest cost which exceeds 
the effective interest cost at which AEP could borrow from 
banks. 


The dealer will reoffer the commercial paper notes to not 
more than 200 of such dealer’s customers, identified and 
designated in a nonpublic list prepared by the dealer in ad- 
vance, at a discount rate of 1/8 of 1% per annum less than 
the discount rate to AEP. It is expected that such customers 
of the dealer will hold the commercial paper notes to matu- 
rity, but, if any such customer wishes to resell such com- 
mercial paper prior to maturity, the dealer, pursuant to a 
verbal repurchase agreement, will repurchase such commer- 
cial paper sold by it and reoffer it to other customers on 
the list. 


AEP also proposes to make investments in the equity of two 
of its public-utility subsidiary companies in the form of the 
purchase from time to time prior to June 30, 1976 of a total 
of (1) 1,250,000 shares of common stock of Appalachian 
for a consideration of $40 a share, or a total consideration 
of $50,000,000 and (2) 3,000,000 shares of common stock 





" 


wm 








~- - “7 wwe amen el Se OUT 


oc FF rs 


















ul- 


er 


ers 
















of Ohio for a consideration of $15 a share, or a total con- 
sideration of $45,000,000. 


AEP requests authority to make capital contributions from 
time to time prior to June 30, 1976, to its public-utility sub- 
sidiary company !&M in an aggregate amount not to exceed 
$50,000,000. 


The proceeds from the sale of the short-term notes are to be 
applied by AEP, together with other funds, to make addi- 
tional investments in certain of its public-utility subsidiary 
companies to assist them in financing the costs of their re- 
spective construction programs. The construction programs 
of AEP’s public-utility subsidiary companies for 1975 and 
1976 are estimated as follows: $270,000,000 for Appala- 
chian, $370,000,000 for 1&M and its generating subsidiary, 
and $308,000,000 for Ohio and its generating subsidiary. 


AEP requests an exception from the competitive bidding 
requirements of Rule 50 for the proposed issue and sale of 
its commercial paper pursuant to paragraph (a)(5) thereof 
on the grounds that the commercial paper to be issued will 
have maturities of not more than nine months, the current 
rates for commercial paper for prime borrowers such as AEP 
are published daily in financial publications and it is not 
practical to publish invitations for bids for commercial 
paper. 


Fees and expenses to be incurred by AEP in connection 
with the proposed transactions are estimated at $5,000. 

The State Corporation Commission of Virginia, the Public 
Service Commission of West Virginia, and the Public Service 
Commission of Tennessee have authorized the issue and 

sale by Appalachian of its common stock to AEP and the 
Public Utilities Commission of Ohio has authorized the issue 
and sale by Ohio of its common stock to AEP. No other 
state commission and no federal commission, other than 
this Commission, has jurisdiction over the proposed transac- 
tions. 


Due notice of the filing of said application-declaration has 
been given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 19014), and no hearing has been 
requested of or ordered by the Commission. Upon the basis 
of the facts in the record, it is hereby found that the ap- 
plicable standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; and that 
itis appropriate in the public interest and in the interest of 
investors and consumers that said application-declaration, 

as amended, be granted and permitted to become effective: 


IT 1S ORDERED , pursuant to the applicable provisions of 
the Act and rules thereunder, that said application-declara- 
tion, as amended, be, and it hereby is, granted and permitted 
to become effective forthwith, subject to the terms and con- 


ditions prescribed in Rule 24 promulgated under the Act, ex- 


cept that certificates thereunder be filed on a quarterly 
basis. 


For the Commission, by the Division of Corporate Reguia- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19068/June 30, 1975 


In the Matter of 


INDIANA & MICHIGAN ELECTRIC COMPANY 
Fort Wayne, Indiana 46801 


(70-5688) 


INTERIM ORDER AUTHORIZING ISSUE AND SALE OF 
NOTES TO BANKS AND A DEALER IN COMMERCIAL 
PAPER AND GRANTING EXCEPTION FROM COMPETI- 
TIVE BIDDING 


Indiana & Michigan Electric Company (“1&M’’), an electric 
utility subsidiary company of American Electric Power 
Company, Inc., a registered holding company, has filed an 
application and amendments thereto with this Commission 
pursuant to Section 6(b) of the Public Utility Holding Com- 
pany Act of 1935 (““Act’’) and Rule 50(a)(5) promulgated 
thereunder regarding the following proposed transactions. 


1&M requests that, from the date of the granting of this ap- 
plication to June 30, 1976, the exemption from the provi- 
sions of Section 6(a) of the Act afforded to it by the first 
sentence of Section 6(b) of the Act, relating to the issue of 
short-term notes, be increased to the extent necessary to 
cover the issuance and sale of notes to banks, to dealers in 
commercial paper and demand notes to bank trust depart- 
ments in an aggregate amount not to exceed $165,000,000 
outstanding at any one time. In no event will the amount 
outstanding be in excess of the maximum amount allowable 
both under its Articles of Acceptance and the consent grant- 
ed by its Cumulative Preferred stockholders permitting an 
increase in the amount of unsecured short-term debt that 
1&M could incur. The notes are to be issued from time to 
time prior to June 30, 1976, as funds may be required, pro- 
vided that none of the notes, commercial paper, and demand 
notes to bank trust departments will mature later than De- 
cember 31, 1976. 


1&M proposes to issue and sel! such short-term notes to 34 
banks which have agreed to purchase up to $170,580,000 

of such notes. However, the total borrowings from all banks 
will at no time exceed the total amount of borrowings 
authorized. Each note payable to a bank to be issued by 
1&M will mature not more than 270 days after the date of 
issuance or renewal thereof, will bear interest at an annual 
rate of interest not greater than the prime rate of commer- 
cial banks in effect at the time of issuance or in effect from 
time to time and will be prepayable at any time without pre- 
mium or penalty. 


1&M also proposes to issue commercial paper in the form of 
promissory notes in denominations of not less than $50,000 
nor more than $5,000,000, will be of varying maturities, 
with no maturity more than 270 days after the date of issue, 
and none will be prepayable prior to maturity. The com- 
mercial paper notes will be sold directly by 1&M to Lehman 
Commercial Paper Incorporated (the “‘dealer’’) at a discount 
rate not in excess of the discount rate per annum prevailing 
at the time of issuance for commercial paper of comparable 
quality and maturity. No commercial paper notes will be 
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issued having a maturity of more than 90 days at an effective 
interest cost which exceeds the effective interest cost at 
which 1&M could borrow from banks. The dealer will re- 
offer the commercial paper notes to not more than 200 

of the dealer’s customers identified and designated in a non- 
public list prepared by the dealer in advance, at a discount 
rate of 1/8 of 1% per annum less than the discount rate to 
1&M. It is expected that such customers of the dealer will 
hold the commercial paper prior to maturity, but, if any 
such customer wishes to resell such commercial paper prior 
to maturity, the dealer, pursuant to a verbal repurchase a- 
greement, will repurchase such commercial paper sold by it 
and reoffer it to other customers on its nonpublic list. 


1&M also proposes to issue and sell its demand notes to the 
trust departments of Fort Wayne National Bank, Fort 
Wayne, Indiana and Lincoln National Bank, Fort Wayne, 
Indiana, in the maximum amounts of $5,000,000 and $10,- 
000,000, respectively. It is stated that the bank trust de- 
partments have a flow of funds, as fiduciary for various ac- 
counts, which would be available for investment in such de- 
mand notes. These demand notes will be in the form of 
promissory notes in denominations of not less than $1,000 
bearing an interest rate equivalent to the highest rate paid 
daily by General Motors Acceptance Corporation on its com- 
mercial paper with a maturity of less than 180 days. Notes 
issued from January 1 to June 30 will mature July 1 of the 
same year and those issued from July 1 to December 31 will 
mature January 1 of the following year. The bank trust 
departments will have the right to demand payment at any 
time and 1&M will have the right to repay at any time with- 
out penalty, all or part of the principal amount of such 
notes outstanding. 


On April 30, 1975, the highest rate paid by General Motors 
Acceptance Corporation on its commercial paper with a 
maturity of less than 180 days was 6%. This rate was ap- 
proximately 144% less than the rate at which 1&M was then 
able to issue commercial paper of comparable maturities 
and approximately 2%% below the effective rate for bank 
borrowings based on the current prime rate of 7% and 
compensating balances of 15% and 20%. It is stated that 
based on past experiences, the rate on these demand notes 
will consistently be lower than the comparable rates for com- 
mercial paper and bank borrowings including the effect of 
compensating balances. 


1&M states that the proceeds from the issue and sale of the 
notes will be used by |&M to reimburse its treasury for past 
expenditures made in connection with its construction pro- 
gram and to pay part of the cost of its future construction 
program. Such construction expenditures for the years 1975 
and 1976 are estimated at approximately $80,000,000 and 
$135,000,000, respectively. 1&M has not yet filed in this 
proceeding a statement of its estimated expenditures and 
sources of financing for the period covered by its application. 
1&M has undertaken to file such information within 15 days. 


1&M requests exception from the competitive bidding re- 
quirements of Rule 50 for the proposed issue and sale of its 
commercial paper pursuant to paragraph (a)(5) thereof on 
the grounds that it is not practicable to invite competitive 
bids for commercial paper and that current rates for com- 
mercial paper of prime borrowers such as |&M are published 
daily in financial publications. 
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The expenses to be incurred by 1&M in connection with 
the proposed transactions are estimated at $5,000. It is 
stated that no state commission and no federal commission, 
other than this Commission, has jurisdiction over the pro- 
posed transactions. 


Due notice of the filing of said application has been given in 
the manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 19016), and no hearing has been requested 
of or ordered by the Commission. Upon the basis of the 
facts in the record, it is hereby found that 1&M has estab- 
lished its need for authorization to exceed the short-term 
debt limitations of Section 6(b) of the Act. Until the record 
is complete, the full extent of its need for further short- 
term borrowing authorization cannot be determined. To 
this extent, it is found that the applicable standards of the 
Act and the rules thereunder are satisfied, and no adverse 
findings are necessary; and that it is appropriate in the pub- 
lic interest and in the interest of investors and consumers 
that said application, as amended, be granted in part: 


IT 1S ORDERED, pursuant to the applicable provisions of 
the Act and the rules thereunder, that 1&M be, and it hereby 


is, authorized effective forthwith, to incur short-term borrow- 


ings through July 31, 1975, in an aggregate principal amount 
not to exceed $160,000,000 outstanding at any one time. 
Jurisdiction is reserved to grant the further relief applied for 
in whole or in part. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19069/June 30, 1975 


In the Matter of 


APPALACHIAN POWER COMPANY 
Roanoke, Virginia 24009 


(70-5687) 


INTERIM ORDER AUTHORIZING ISSUE AND SALE OF 
NOTES TO BANKS AND A DEALER IN COMMERCIAL 

PAPER AND GRANTING EXCEPTION FROM COMPETI- 
TIVE BIDDING 


Appalachian Power Company (“Appalachian”), an electric 
utility subsidiary company of American Electric Power Com- 
pany, Inc., a registered holding company, has filed an appli- 
cation and amendments thereto with this Commission pur- 
suant to Section 6(b) of the Public Utility Holding Company 
Act of 1935 (“‘Act’’) and Rule 50(a)(5) promulgated there- 
under regarding the following proposed transactions. 


Appalachian requests that, from the date of the granting of 
this application to June 30, 1976, the exemption from the 
provisions of Section 6(a) of the Act afforded to it by the 

first sentence of Section 6(b) of the Act, relating to the is- 


sue of short-term notes, be increased to the extent necessary 


























3 38 £3) wait Ww Ww 


ee ee, ee ee ee ee eS. lL 


som en ake ae Oe 





ord 


aby 


row: 


unt 


OF 


rl- 


om- 
yli- 


any 























to cover the issuance and sale of notes to banks and to deal 
ers in commercial paper in an aggregate amount not to ex- 
ceed $200,000,000 outstanding at any one time. In no 
event will the amount outstanding be in excess of the maxi 
mum amount allowable both under its Articles of Associa- 
tion and the consent granted by its Cumulative Preferred 
stockholders permitting an increase in the amount of un- 
secured short-term debt that Appalachian could incur. 

The notes are to be issued from time to time prior to June 
30, 1976, as funds are required, provided that none of the 
notes or commercial paper will mature later than December 
31, 1976. 


Appalachian proposes to issue and sell such short-term notes 
to 98 banks which have agreed to purchase up to $217,840,- 
000 of such notes. However, the total borrowings from all 
banks will at no time exceed the total amount of borrow- 
ings authorized. Each note payable toa bank to be issued 
by Appalachian will mature not more than 270 days after 
the date of issuance or renewal thereof, will bear interest 

not greater than the prime rate of commercial banks in ef - 
fect at the time of issuance or in effect from time to time, 
and will be prepayable at any time without premium or 
penalty. Appalachian will be required to maintain compen- 
sating balances of approximately 20% of the bank lines 

made available by such banks. If the full amount were bor- 
rowed from the banks, the effective interest cost to Appala- 


chian, based on a prime commercial rate of 7%, would be 
8.75% . 


Appalachian also proposes to issue commercial paper in the 
form of promissory notes in denominations of not less than 
$50,000 nor more than $5,000,000 and will be of varying 
maturities, with no maturity more than 270 days after the 
date of issue, and none will be prepayable prior to maturity. 
The commercial paper notes will be sold directly by Ap- 
palachian to Lehman Commercial Paper Incorporated (the 
“dealer’’) at a discount rate not in excess of the discount 
rate per annum prevailing at the time of issuance for com- 
mercial paper of comparable quality and maturity. No com- 
mercial paper notes will be issued having a maturity of more 
than 90 days at an effective interest cost which exceeds the 
effective interest cost at which Appalachian could borrow 
from banks. 


The dealer will reoffer the commercial paper notes to not 
more than 200 of the dealer’s customers, identified and 
designated in a nonpublic list prepared by the dealer in ad- 
vance, at a discount rate of 1/8 of 1% per annum less than 
the discount rate to Appalachian. It is expected that such 
customers of the dealer will hold the commercial paper 
notes to maturity, but, if any such customer wishes to re- 
sell such commercial paper prior to maturity, the dealer, 
pursuant to a verbal repurchase agreement, will repurchase 
such commercial paper sold by it and reoffer it to other 
Customers on its non-public list. 


Appalachian states that the proceeds from the issue and sale 
of the notes will be used by Appalachian to reimburse its 
treasure for past expenditures made in connection with its 
construction program and to pay part of the cost of its 


future construction program and to pay part of the cost of its 


future construction program. Such construction expendi- 
tures for the years 1975 and 1976 are estimated at appro- 
ximately $140,000,000 and $130,000,000, respectively. 
Appalachian has not yet filed in this proceeding a statement 


of its estimated expenditures and sources of financing for 
the period covered by its application. Appalachian has un- 
dertaken to file such information within 15 days. 


Appalachian requests exception from the competitive bid- 
ding requirements of Rule 50 for the proposed issue and 
sale of its cormmercial paper pursuant to paragraph (a)(5) 
thereof on tt... grounds that it is not practicable to invite 
competitive bids for commercial paper and the current rates 
for commercial paper for prime borrowers such as Appala- 
chian are published daily in financial publications. 


The expenses to be incurred by Appalachian in connection 
with the proposed transactions are approximately $5,000. 
The Virginia State Corporation Commission has authorized 
the proposed transactions, and no other state commission 
and no federal commission, other than this Commission, 
has jurisdiction over the proposed transactions. 


The authorization we grant in this case, as in all other cases, 
is effective only to the extent that Appalachian obtains all 
requisite authorizations from the Virginia State Corporation 
Commission. On June 30, 1975, the Virginia State Corpora- 
tion Commission authorized Appalachian to incur short-term 
debt not to exceed an aggregate outstanding amount of 
$125,000,000 through September 30, 1975. Appalachian 

is thus authorized under our order to incur short-term bor- 
rowings within the limits set by the Virginia Commission, 
but not in excess of $100,000,000. 


Due notice of the filing of said application has been given in 
the manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 19020). Upon the basis of the facts in the 
record, it is hereby found that Appalachian has established 
its need for authorization to exceed the short-term debt 
limitations of Section 6(b) of the Act. Until the record is 
complete, the full extent of its need for further short-term 
borrowing authorization cannot be determined. To this ex- 
tent, it is found that the applicable standards of the Act and 
the rules thereunder are satisfied, and no adverse findings 
are necessary; and that is appropriate in the public interest 
and in the interest of investors and consumers that said ap- 
plication, as amended, be granted in part: 


IT IS ORDERED, pursuant to the applicable provisions of 
the Act and the rules thereunder, that Appalachian, be, and 
it hereby is, authorized effective forthwith, to incur short- 
term borrowings through July 31, 1975, in an aggregate 
principal amount not to exceed $100,000,000 outstanding 
at any one time. Jurisdiction is reserved to grant the further 
relief applied for in whole or in part. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19070/June 30, 1975 


In the Matter of 


OHIO POWER COMPANY 
Canton, Ohio 44701 
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(70-5689) 


INTERIM ORDER AUTHORIZING ISSUE AND SALE 
OF NOTES TO BANKS AND TO A DEALER IN COM- 
MERCIAL PAPER AND GRANTING EXCEPTION FROM 
COMPETITIVE BIDDING 


Ohio Power Company (‘‘Ohio”), an electric utility subsidiary 
company of American Electric Power Company, Inc., a 
registered holding company, has filed an application and 
amendments thereto with this Commission pursuant to Sec- 
tion 6(b) of the Public Utility Holding Company Act of 
1935 (“‘Act’’) and Rule 50(a)(5) promulgated thereunder 
regarding the following proposed transactions. 


Ohio requests that, from the date of the granting of this ap- 
plication to June 30, 1976, the exemption from the provi- 
sions of Section 6(a) of the Act afforded to it by the first 
sentence of Section 6(b) of the Act, relating to the issue 

of short-term notes, be increased to the extent necessary to 
cover the issuance and sale of notes to banks, to dealers in 
commercial paper and demand notes to bank trust depart- 
ments in an aggregate amount not to exceed $270,000,000 
outstanding at any one time. In no event will the amount 
outstanding be in excess of the maximum amount allowable 
both under its Articles of Incorporation and the consent 
granted by its Cumulative Preferred stockholders permitting 
an increase in the amount of unsecured short-term debt that 
Ohio could incur. The notes are to be issued from time to 
time priot to June 30, 1976, as funds may be required, pro- 
vided that none of the notes, commercial paper, and de- 
mand notes to bank trust departments will mature later than 
December 31, 1976. 


Ohio proposes to issue and sell such short-term notes to 74 
banks which have agreed to purchase up to $185,515,000 
of such notes. Each note payable to a bank to be issued by 
Ohio will mature not more than 270 days after the date of 
issuance or renewal thereof, will bear interest at an annual 
rate of interest not greater than the prime rate of commer- 
cial banks in effect at the time of issuance or in effect from 
time to time and will be prepayable at any time without 
premium or penalty. Ohio will be required to maintain 
compensating balances of approximately 20% of the bank 
lines made available by such banks. If the full amount were 
borrowed from the banks, the effective interest cost to Ohio, 
based on a prime commercial rate of 7%, would be 8.75%. 


Ohio also proposes to issue commercial paper in the form of 
promissory notes in denominations of not less than $50,000 
nor more than $5,000,000, will be of varying maturities 

with no maturity more than 270 days after the date of issue, 
and will not be prepayable prior to maturity. The commer- 
cial paper notes will be sold directly by Ohio to Lehman 
Commercial Paper Incorporated (the ‘‘dealer’’), at a discount 
rate not in excess of the discount rate per annum prevailing 
at the time of issuance for commercial paper of comparable 
quality and maturity. No commercial paper notes will be 
issued having a maturity of more than 90 days at an effective 
interest cost at which Ohio could borrow from banks. The 
dealer will reoffer the commercial paper notes to not more 
than 200 of the dealer’s customers identified and designated 
in a nonpublic list prepared by the dealer in advance, at a 
discount rate of 1/8 of 1% per annum less than the discount 
rate to Ohio. It is expected that such customers of the dealer 
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will hold the commercial paper notes to maturity, but, if 
any such customer wishes to resell such commercial paper 
prior to maturity, the dealer, pursuant to a verbal repur- 
chase agreement, will repurchase such commercial paper 
sold by it and reoffer it to other customers on its non- 
public list. 


Ohio also proposes to issue and sell its demand notes to the 
trust departments of The Cleveland Trust Company, Cleve- 
land, Ohio, and The Fidelity Bank, Philadelphia, Pennsyl- 
vania, in the maximum amounts of $10,000,000 and $20,- 
000,000, respectively. It is stated that the bank trust de- 
partments have a flow of funds, as fiduciary for various 
accounts, which would be available for investment in such 
demand notes. These demand notes will be in the form of 
promissory notes in denominations of not less than $1,000 
bearing an interest rate equivalent to not more than the sum 
of %% and the highest rate paid daily by General Motors Ac- 
ceptance Corporation on its commercial paper with a matu- 
rity of less than 180 days. Notes issued from January 1 

to June 30 will mature July 1 of the same year and those 
issued from July 1 to December 31 will mature on January 
1 of the following year. The bank trust departments will 
have the right to demand payment at any time and Ohio will 
have the right to repay, without penalty, all or any part of 
the principal amount of such demand notes outstanding. 


On April 30, 1975, the highest rate paid by General Motors 
Acceptance Corporation on its commercial paper with a 
maturity of less than 180 days was 6%. This rate plus the 
%% referred to above was approximately %% less than the 
rate at which Ohio was then able to issue commercial paper 
of comparable maturities and approximately 2%% below 
the effective rate for bank borrowings based on the current 
prime rate of 7% and compensating balances of 15% and 
20%. It is stated that based on past experience, the rate on 
these demand notes will consistently be lower than the 
comparable rates for commercial paper and bank borrow- 
ings including the effect of compensating balances. 


Ohio states that the proceeds from the issue and sale of the 
notes will be used by Ohio to reimburse its treasury for 
past expenditures made in connection with its construction 
program and to pay part of the cost of its future construc- 
tion program. Such construction expenditures for the years 
1975 and 1976 are estimated at approximately $120,000,- 
000 and $117,000,000, respectively. Ohio has not yet filed 
in this proceeding a statement of its estimated expenditures 
and sources of financing for the period covered by its appli- 
cation. Ohio has undertaken to file such information with- 
in 15 days. 


Ohio requests exception from the competitive bidding re- 
quirements of Rule 50 for the proposed issue and sale of its 
commercial paper pursuant to paragraph (a)(5) thereof on 
the grounds that it is not practicable to invite competitive 
bids for commercial paper and that current rates for com- 
mercial paper of prime borrowers such as Ohio are published 
daily in financial publications. 


A request for hearing was filed by Ormet Corporation (“ob- 
jector”) on June 26, 1975. The objector stated that Ohio 
“should be required to demonstrate that it can repay the in- 
debtedness to be incurred . . .”” and that permanent finan- 
cing cannot be used instead of short-term debt. The objector 
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states that the information in the record regarding Ohio’s 
financial problems, the purposes of the proposed short-term 
debt and the method and ability of Ohio to repay such debt 
is inadequate. The objector recognizes that interim authority 
may be required to permit Ohio to incur short-term bor- 
rowings until its objections have been resolved. 


The expenses to be incurred by Ohio in connection with the 
proposed transactions are estimated at $5,000. It is stated 
that no state commission and no federal commission, other 
than this Commission, has jurisdiction over the proposed 
transactions. 


Due notice of the filing of said application has been given 
in the manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 19017), and no hearing has been requested 
of or ordered by the Commission. 


Upon the basis of the facts in the record, it is hereby found 
that Ohio has established its need for authorization to ex- 
ceed the short-term debt limitations of Section 6(b) of the 
Act. Until the record is complete, the full extent of its need 
for further short-term borrowing authorization cannot be 
determined. To this extent, it is found that the applicable 
standards of the Act and the rules thereunder are satisfied, 
and no adverse findings are necessary ; and that it is appro- 
priate in the public interest and in the interest of investors 
and consumers that said application, as amended, be granted 
in part: 


IT 1S ORDERED, pursuant to the applicable provisions of 
the Act and the rules thereunder that |&M be, and it hereby 
is, authorized effective forthwith, to incur short-term bor- 
rowings through July 31, 1975, in an aggregate principal a- 
mount not to exceed $175,000,000 outstanding at any one 
time. Jurisdiction is reserved to grant the further relief ap- 
plied for in whole or in part. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority . 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19071/July 1, 1975 


In the Matter of 


GEORGIA POWER COMPANY 
270 Peachtree Street, N.W. 
Atlanta, Georgia 30303 


(70-5696) 


ORDER APPROVING SALE OF ENTIRE INTEREST IN 
CERTAIN TRANSMISSION FACILITIES 


Georgia Power Company (‘’Georgia’’), an electric utility sub- 
sidiary of The Southern Company, a registered holding com- 
pany, has filed a declaration and amendments thereto with 
this Commission pursuant to Section 12(d) of the Public 
Utility Holding Company Act of 1935 (“Act”) and Rule 44 


thereunder as applicable to the following proposed transac- 
tion. 


The instant transaction is proposed as part of an ongoing ef- 
fort to implement the January 6, 1975, Integrated Transmis- 
sion System Agreement (“transmission agreement’) between 
Georgia and the Oglethorpe Electric Membership Corpora- 
tion (‘‘Oglethorpe’’), an electric membership corporation 
organized under Georgia law (HCAR No. 18750 dated De- 
cember 31, 1974). The transmission agreement provides for 
the establishment of an integrated transmission system to be 
operated by Georgia and Oglethorpe, wherein each party is 
required to make an aggregate investment in transmission 
facilities proportionate to its load on the system. 


Pursuant to the transmission agreement Georgia proposes 

to sell to Oglethorpe, on a scheduled closing date of July 1, 
1975, certain transmission facilities for an aggregate sales 
price of approximately $81.6million. The original cost, 

net of depreciation, of these transmission facilities is ap- 
proximately $68.8 million. Georgia expects to obtain from 
its first mortgage bond trustee a release of such transmission 
facilities from the lien of Georgia's first mortgage indenture. 
It is stated that the proceeds of the sale will be applied to 
the payment of Georgia’s short-term indebtedness incurred 
to finance its construction program. 


The fees and expenses incurred in connection with this 
transaction are estimated at $29,000, including legal fee of 
$25,000. 


It is stated that no State commission, and no Federal com- 
mission, other than this Commission, has jurisdiction over 
the proposed transaction. 


Due notice of the filing of said declaration has been given in 
the manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 19024), and no hearing has been requested 
of or ordered by the Commission. Upon the basis of the 
facts in the record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are satisfied 
and that no adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest of in- 
vestors and consumers that said declaration, as amended, be 
permitted to become effective: 


IT 1S ORDERED, pursuant to the applicable provisions of 
the Act and rules thereunder, that said declaration, as a- 
mended, be, and it hereby is, permitted to become effective 
forthwith, subject to the terms and conditions prescribed 

in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority . 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19072/July 1, 1975 


In the Matter of 


EASTERN UTILITIES ASSOCIATES 
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Boston, Massachusetts 02107 
(70-5660) 
ORDER RELEASING JURISDICTION 


By order dated May 13, 1975, in this proceeding (HCAR No. 
18986), Eastern Utilities Associates (“CUA”), a registered 
holding company, was authorized to issue and sell up to 
310,000 shares of its common stock by negotiation. Juris. 
diction was reserved over terms of the sale, including the 
number of shares to be sold, the price and the underwriters’ 
compensation. Jurisdiction was also reserved over fees and 
expenses to be incurred in connection with the proposed 
transaction. 


EUA has filed an amendment in this proceeding informing 
the Commission that EUA has executed a contract, subject 
to approval of this Commission, with Kidder, Peabody & 
Co., Inc., as representative of the underwriting group which 
has been formed to market EUA’s common stock. The un- 
derwriting syndicate has contracted to purchase for public 
redistribution 310,000 shares of EUA’s common stock. The 
initial public offering price will be $15.25 per share and the 
underwriters’ compensation will be $.72 per share, or 4.72% 
of the public offering price, resulting in net proceeds to EUA 
of $14.53 per share. The selling commission to dealers will 
be $.48 per share. As of the close of trading on the New 
York Stock Exchange, Inc., on June 30, 1975, the closing 
price of EUA‘s common stock was $15.25 per share and the 
closing bid and asked prices for the stock on that exchange 
were $15-1/8 and $15-3/8 respectively. 


The amendment and the underwriting contracts it embodies 
specify the consideration to be received by EUA for the 

sale of its common stock and the compensation to be receiv- 
ed by the underwriters. The proposed underwriters’ com- 
pensation has been compared with a study of the under- 
writing costs incurred by electric public utility companies 
and holding companies (including such companies which 
also have gas utility operations), whether or not subject to 
the Act, which have offered common stock to the public 
since January 1, 1975. The recent market history of both 
the common shares of EUA and of the other companies in 
the electric utility industry has also been examined, together 
with the relevant qualitative factors affecting each such 
issue. 


It is found that, under current market conditions, both the 
price to be received by EUA and the underwriting compen- 
sation provided for in the contract proposed for the sale of 
this issue are reasonable and that all of the requirements of 
the Act and of the rules thereunder, including the require- 
ments of Section 7(d), are satisfied. 


The record remains incomplete with respect to fees and ex- 
penses to be incurred in connection with the proposed trans- 
action. 


IT 1S ORDERED that the jurisdiction reserved in the order 
of May 8, 1975, over the number of shares to be offered by 
EUA and over the terms and conditions of such offering in- 
cluding underwriters’ compensation, be, and the same here- 
by is, released and that the proposed transaction may be con- 
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summated, without further order, in accordance with Rule 
24, subject to the reservation of jurisdiction over fees and 
expenses previously ordered in this proceeding. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19073/July 1, 1975 


In the Matter of 


KENTUCKY POWER COMPANY 
Ashland, Kentucky 41101 


(70-5691) 


INTERIM ORDER AUTHORIZING ISSUE AND SALE OF 
SHORT-TERM NOTES TO BANKS 


Kentucky Power Company (“Kentucky”), an electric utility 
subsidiary company of American Electric Power Company, 
Inc. (““AEP’’), a registered holding company, has filed an ap- 
plication and amendments thereto with this Commission 
pursuant to Section 6(b) of the Public Utility Holding 
Company Act of 1935 (‘‘Act”’) and Rule 50(a)(2) promul- 
gated thereunder regarding the following proposed transac- 
tion. 


Kentucky requests that, from the date of the granting of 
this application to June 30, 1976, the exemption from the 
provisions of Section 6(a) of the Act afforded to it by the 
first sentence of Section 6(b), relating to the issue of short- 
term notes, be increased to provide that the aggregate prin- 
cipal amount of all short-term notes outstanding at any one 
time shall not exceed $20,000,000. None of such notes 
shall mature later than December 31, 1976. 


Each note payable to a bank will mature not more than 270 
days after the date of issuance or renewal thereof, will bear 
interest at an annual rate of interest not greater than the 
prime rate of commercial banks in effect at the time of is- 
suance or in effect from time to time and will be prepayable 
at any time without premium or penalty. Kentucky has 
established lines of-credit with two commercial banks with 
the aggregate lines of credit of each bank being as follows: 


Manufacturers Hanover Trust $10,000,000 

Company, New York, New York 
Irving Trust Company $10,000,000 
New York, New York ——_——_———— 
$20,000,000 


Sufficient bank balances to meet operating and financial 
needs are kept at these banks to satisfy any compensating 
balance requirements of these banks in connection with the 
borrowings. If the average of such bank balances were 
maintained solely in order to fulfill the prevailing compen- 
sating balance requirements of such banks, generally be- 
tween 15% and 20% the effective interest cost to Kentucky, 
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based on a prime commercial rate of 7%, would be approxi- 
mately 8%% per annum. 


Kentucky states that the proceeds from the issue and sale of 
the notes will be used by Kentucky to reimburse its treasury 
for past expenditures made in connection with the construc- 
tion program and to pay part of the cost of its future con- 
struction program. Such construction expenditures for the 
years 1975 and 1976 are estimated at approximately $20,- 
000,000 and $25,000,000, respectively. Kentucky has not 
yet filed in this proceeding a statement of its estimated ex- 
penditures and sources of financing for the period covered 
by its application. Kentucky has undertaken to file such 
information within 15 days. 


The expenses to be incurred by Kentucky are approximately 
$2,500 in connection with the proposed transaction. It is 
stated that no state commission and no federal commission, 
other than this Commission, has jurisdiction over the pro- 
posed transaction. 


Due notice of the filing of said application has been given 

in the manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 19030), and no hearing has been requested 
of or ordered by the Commission. Upon the basis of the 
facts in the record, it is hereby found that Kentucky has 
established its need for authorization to exceed the short- 
term debt limitations of Section 6(b) of the Act. Until the 
record is complete, the full extent of its need for further 
short-term borrowing authorization cannot be determined. 
To this extent, it is found that the applicable standards of 
the Act and the rules thereunder are satisfied, and no adverse 
findings are necessary; and that it is appropriate in the pub- 
lic interest and in the interest of investors and consumers 
that said application, as amended, be granted in part: 


IT'S ORDERED, pursuant to the applicable provisions of 
the Act and the rules thereunder, that Kentucky be, and it 
hereby is, authorized effective forthwith, to incur short- 
term borrowings through July 31, 1975, in an aggregate 
principal amount not to exceed $10,000,000 outstanding at 
any one time. Jurisdiction is reserved to grant the further 
relief applied for in whole or in part. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19074/July 1, 1975 


In the Matter of 


OHIO POWER COMPANY 
301 Cleveland Avenue, S.W. 
Canton, Ohio 44701 


(70-5702) 


NOTICE OF PROPOSED AMENDMENTS TO AMENDED 
ARTICLES OF INCORPORATION 








NOTICE IS HEREBY GIVEN that Ohio Power Company 
(“Ohio”), an electric utility subsidiary company of Ameri- 
can Electric Power Company, Inc. (“AEP”), a registered 
holding company, has filed a declaration with this Com- 
mission pursuant to the Public Utility Holding Company 
Act of 1935 (“Act’’), designating Sections 6(a)(2) and 7 of 
the Act as applicable to the proposed transaction. All inter- 
ested persons are referred to the declaration, which is sum- 
marized below, for a complete statement of the proposed 
transaction. 


Ohio proposes to amend its Amended Articles of Incorpora- 
tion to modify the terms of the Company’s Cumulative Pre- 
ferred Stock. The amendments provide that so long as any 
shares of the Cumulative Preferred Stock are outstanding, 
the Company shall not: 


(a) Without the consent (given by vote at a meeting called 
for that purpose) of the holders of a majority of the total 
number of shares of the Cumulative Preferred Stock then 
outstanding, sell or otherwise dispose of all or substantially 
all of its properties unless such sale or disposition shall have 
been ordered, approved, or permitted by the Commission 
under the Act, (b) Redeem (whether through operation of a 
sinking fund or otherwise), purchase or otherwise acquire 
any shares of the Cumulative Preferred Stock during any 
period when dividends payable on the Cumulative Preferred 
Stock shall be in default unless all shares of the Cumulative 
Preferred Stock shall be so redeemed, purchased or other- 
wise acquired, or unless such redemption, purchase or ac- 
quisition shall have been ordered, approved or permitted by 
the Commission under the Act; and (c) Declare any dividend 
on, or acquire for value, any shares of Common Stock or 
any other shares of capital stock of the Company ranking 
junior to the Cumulative Preferred Stock as to dividends or 
the distribution of assets, during any period when the Com- 
pany shall be in default of any obligation of the Company 
under any sinking fund for Cumulative Preferred Stock, un- 
less all shares of Cumulative Preferred Stock are concurrent- 
ly redeemed, purchased or otherwise acquired, or unless 
such dividend, purchase or acquisition shall have been order- 
ed, approved or permitted by the Commission, under the 
Act. 


Ohio intends to submit the proposed amendments to the 
Company’s shareholders for their approval at the Annual 
Meeting of shareholders to be held on July 14, 1975. It is 
stated that because the proposed amendments do not change 
the express terms of the Cumulative Preferred Stock of the 
Company in any manner substantially prejudicial to the 
holders of such stock, no vote of the holders of Ohio’s Cu- 
mulative Stock, as a class, is required. Since AEP, holder of 
all the outstanding shares of Ohio’s common stock, has indi- 
cated that all such shares will be voted in favor of the pro- 
posed amendments, and such shares will constitute 90.3% 
of the voting power of the capital stock of Ohio entitled to 
vote at the meeting, Ohio is not soliciting the votes of the 
holders of the Cumulative Preferred Stock. 


The fees and expenses to be incurred in connection with the 
proposed transaction are estimated not to exceed $10,000. 
It is stated that no state commission and no federal com- 
mission, other than this Commission, has jurisdiction over 
the proposed transaction. 
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NOTICE IS FURTHER GIVEN that any interested person 
may, not later than July 24, 1975, request in writing that a 
hearing be held with respect to the proposed transaction, 
stating the nature of his interest, the reasons for such re- 
quest, and the issues of fact or law raised by said declaration 
which he desires to controvert; or he may request that he be 
notified if the Commission should order a hearing thereon. 
Any such request should be addressed: Secretary, Secu- 
rities and Exchange Commission, Washington, D. C. 20549. 
A copy of such request should be served personally or by 
mail (air mail if the person being served is located more than 
500 miles from the point of mailing) upon the declarant at 
the above-stated address, and proof of service (by affidavit 
or, in case of an attorney at law, by certificate) should be 
filed with the request. At any time after said date, the dec- 
laration, as filed or as it may be amended, may be permitted 
to become effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as pro- 
vided in Rules 20(a) and 100 thereof or take such other ac- 
tion as it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is ordered will re- 
ceive any notices and orders issued in this matter, including 
the date of the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19075/July 1, 1975 


In the Matter of 


JERSEY CENTRAL POWER & LIGHT COMPANY 
Morristown, New Jersey 07960 


(70-5676) 


ORDER AUTHORIZING ISSUE AND SALE OF FIRST 
MORTGAGE BONDS AT COMPETITIVE BIDDING 


Jersey Central Power & Light Company (‘‘Jersey Central’), 
an electric utility subsidiary company of General Public 
Utilities Corporation, a registered holding company, has 
filed an application and amendments thereto with this Com- 
mission pursuant to Section 6(b) of the Public Utility Hold- 
ing Company Act of 1935 (““Act’’) and Rule 50 promul- 
gated thereunder regarding the following proposed trans- 
action. 


Jersey Central proposes to issue and sell, subject to the 
competitive bidding requirements of Rule 50 under the Act, 
up to $35,000,000 principal amount of First Mortgage 
Bonds, % Series. The bonds will mature not later 


than July 1, 2005. The interest rate and the regular redemp- 


tion prices will be determined by competitive bidding. The 
bidding procedure will require that (1) the price specified in 
the bids (and, if applicable, the price at which the bonds 
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shall be initially reoffered to the public) shall be 100% of 
the principal amount of the bonds, plus accrued interest 
from July 1,1975 to the date of delivery, (2) the interest 
rate to be borne by the bonds shall be a multiple of 1/8 of 
1% and (3) the Commission to be paid by Jersey Central to 
successful bidders shall be specified in the bids. The bid- 
ding procedure will not establish a minimum or maximum 
interest rate within which bids may be submitted. The 
bonds will be issued under Indenture, dated as of March 1, 


1946, of Jersey Central to First National City Bank, Trustee, 


as heretofore supplemented and amended and to be further 
supplemented by a twenty-seventh Supplemental Indenture 
to be dated as of July 1, 1975, and which includes, with 
certain exceptions, a prohibition until July 1, 1980, against 
refunding the issue with proceeds of funds borrowed at a 
lower effective interest cost. 


The entire proceeds, excluding premium and accrued inter- 
est, realized from the sale of the new bonds ($35,000,000) 
will be applied to the payment of a portion of Jersey Cen- 
tral’s short-term bank loans, of which approximately $51,- 
300,000 is outstanding, for construction purposes or to re- 
imburse Jersey Central’s treasury for expenditures therefrom 
for construction purposes. Premium relating from the sale 
of the First Mortgage Bonds will be used for financing the 
business of Jersey Central, including the payment of expen- 
ses in effecting the sale of the bonds. The estimated cost of 
Jersey Central’s 1975 construction program is approximate- 
ly $135,000,000. 


The fees and expenses to be incurred by Jersey Central in 
connection with the proposed transaction are estimated at 
$139,200, including lega! fees of $32,000. Fees of counsel 
for the underwriters, to be paid by the successful bidder, 
are estimated at $20,000. The Board of Public Utility 
Commissioners of New Jersey has authorized the proposed 
transaction. No other state commission and no federal com- 
mission, other than this Commission, has jurisdiction over 
the proposed transaction. 


Due notice of the filing of said application has been given 
in the manner prescribed in Rule 23 under the Act (Holding 
Company Act Release No. 18972), and no hearing has been 
requested of or ordered by the Commission. Upon the basis 
of the facts in the record, it is hereby found that the appli- 
cable standards of the Act and the rules thereunder are satis- 
fied and that no adverse findings are necessary; and that it 
is in the public interest and in the interest of investors and 
consumers that said application, as amended, be granted: 


IT 1S ORDERED, pursuant to the applicable provisions of 
the Act and rules thereunder, that said application, as a- 
mended, be, and it hereby is, granted forthwith, subject to 
the terms and conditions prescribed in Rules 24 and 50 
promulgated under the Act. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 19076/July 2, 1975 


In the Matter of 


MASSACHUSETTS ELECTRIC COMPANY 
20 Turnpike Road 
Westborough, Massachusetts 01581 


(70-5701) 


NOTICE OF PROPOSED INCREASE OF AUTHORIZED 
SHORT-TERM BORROWING AND ORDER AUTHOR- 
IZING SOLICITATION OF PROXIES IN CONNECTION 
THEREWITH 


NOTICE IS HEREBY GIVEN that Massachusetts Electric 
Company (‘’Mass Electric’’), an electric utility subsidiary 
company of New England Electric System (“NEES”), a 
registered holding company, has filed a declaration with 


this Commission pursuant to the Public Utility Holding Com- 


pany Act of 1935 (““Act’’), designating Sections 6(a),7(3), 
and 12(e) of the Act and Rules 62 and 65 promulgated 
thereunder as applicable to the proposed transaction. All 
interested persons are referred to the declaration, which is 
summarized below, for a complete statement of the pro- 
posed transaction. 


Mass Electric seeks to increase, for a period of five years, 
the maximum amount of unsecured short-term indebted- 


_ ness which it is authorized to incur from 10% to 20% of 
total capitalization. The short-term indebtedness is to be in- 


curred within five years from the date of the Order of the 
Commission making effective the instant declaration; and 
said indebtedness is to have a maturity of not more than six 
years from the date of said Order. At March 31, 1975, the 
10% limitation restricted Mass Electric to $38,600,000 of 
short-term indebtedness; a 20% limitation would have re- 
stricted it to $77,200,000. At May 31, 1975, Mass Electric 
had $22,400,000 in unsecured short-term indebtedness out- 
standing. Authorization from the Commission for such an 
increase in the permissible amount of short-term debt is re- 
quested. The actual issue and sale of securities related to 
such proposed increase in short-term debt will be subject to 
further authorization by the Commission. It is stated that 
the increased authorization is necessary to retire $20,000,- 


000 of Series L First Mortgage Bonds, which mature October 


1, 1975 and/or to finance Mass Electric’s construction pro- 
gram. The cost of the Company’s construction program is 
presently estimated to total approximately $200,000,000 


Itis stated that the Articles of Organization and the By- 
Laws of Mass Electric require approval of its Cumulative 
Preferred stockholders to increase unsecured short-term 
debt beyond 10%. Mass Electric intends to submit the 
proposal to increase the short-term debt for five years to a 
maximum of 20% of total capitalization to its Cumulative 
Preferred stockholders for their approval at a special meet- 
ing of shareholders to be held on August 1, 1975. In con- 
nection therewith, Mass Electric proposes to solicit proxies 
from the holders of its Cumulative Preferred stock through 


the use of solicitation material which sets forth the proposals 


in detail. Additionally, it is stated that Massachusetts State 
law requires stockholder approval for authorization of the 





issue and sale by Mass Electric of an additional series of the 
First Mortgage Bonds in an aggregate principal amount not 


exceeding $50,000,000. Mass Electric intends to submit 


the proposal to issue and sell said Bonds to all of its stock- 
holders for their approval at the August 1, 1975 meeting. 
The outstanding Common Stock of Mass Electric, represent- 
ing more than a majority in interest of the securities entitled 
to vote at the August 1, 1975 meeting, is owned by NEES. 
It is anticipated that NEES will vote its shared affirmatively 
on the approval and authorization of the additional First 
Mortgage Bonds; accordingly, there will be no solicitation 
of proxies with respect to this matter. The actual issue and 
sale of the additional First Mortgage Bonds will be subject 
to further authorization by the Commission. 


The fees ane expenses to be paid by Mass Electric are esti- 
mated at $9,000, including service fees, at cost. of New 
England Power Service Company, a wholly-owned subsidi- 
ary of NEES, of $3,000. No state commission and no fed- 
eral commission, other than this Commission, has jurisdic- 
tion over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested person 
may, not later than July 25, 1975, request in writing that a 
hearing be held with respect to the proposed transaction, 
stating the nature of his interest, the reasons for such request 
and the issues of fact or law raised by said declaration which 
he desires to controvert; or he may request that he be noti- 
fied if the Commission should order a hearing thereon. Any 
such request should be addressed: Secretary, Securities 

and Exchange Commission, Washington, D. C. 20549. A 
copy of such request should be served personally or by mail 
(air mail if the person being served is located more than 500 
miles from the point of mailing) upon the declarant at the 
above-stated address, and proof of service (by affidavit or, 
in case of an attorney at law, by certificate) should be filed 
with the request. At any time after said date, the declara- 
tion, as filed or as it may be amended, may be permitted to 
become effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as pro- 
vided in Rules 20(a) and 100 thereof or take such other ac- 
tion as it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is ordered will re- 
ceive any notices and orders issued in this matter, including 
the date of the hearing (if ordered) and any postponements 
thereof. 


It appearing to the Commission that the declaration, inso- 
far as it proposes the solicitation of the consents of Mass 
Electric’s Cumulative Preferred stockholders, should be per- 
mitted to become effective forthwith pursuant to Rule 62: 


IT IS ORDERED that the declaration regarding the proposed 
solicitation of the consents of Mass Electric’s Cumulative 
Preferred stockholders be, and it hereby is, permitted to be- 
come effective forthwith pursuant to Rule 62 and subject 

to the terms and conditions prescribed in Rule 24 under 

the Act. 


For the Commission, by the Division of Corporate Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SEC DOCKET/359 











INVESTMENT COMPANY ACT 





INVESTMENT COMPANY ACT OF 1940 
Release No. 8837/June 27, 1940 


INVESTMENT ADVISERS ACT OF 1940 
Release No. 467/June 27, 1975 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 11503/June 27, 1975 


Admin. Proc. File No. 3-4686 
In the Matter of 


ZENITH AMERICAN MANAGEMENT SERVICES, LTD. 
6300 Wilshire Boulevard 
Los Angeles, California 


(803-7976) 
STANLEY ROWEN 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 


This proceeding is being brought under the Investment Com- 
pany, Investment Advisers and the Securities Exchange Acts. 
It involves Zenith American Management Services, Ltd., a 
registered investment adviser (‘registrant’) to All American 
Fund, a registered investment company (‘Fund’), and Stan- 
ley Rowen, executive vice president and a director of regis- 
trant. Respondents have made an offer of settlement which 
the Commission has determined to accept. Solely for pur- 
poses of concluding the proceeding and without admitting 
or denying the allegations in the order for proceedings, 
respondents consent to the entry of this order. 


On the basis of the order for proceedings and the offer of 
settlement, it is found that: 


1. During the period from about December 31, 1971 to 
about April 1975, respondents willfully violated Section 17 
(a)(3) of the Investment Company Act in that they, while 
affiliated persons of the Fund and acting as principals, 
borrowed money from the Fund. 


yd From about March 1974 to about April 1975, respon- 
dents willfully violated Section 22(e) of the Investment 
Company Act in that they caused the Fund to fail to redeem 
its shares as required. 


> From about July 1974 to April 1975, respondents 
willfully aided and abetted violations of Section 10(a) of 
the Investment Company Act in that the Fund had a board 
of directors more than 60% of the members of which were 
interested persons of the Fund. 


4. From about March 1974 to April 1975, respondents 
willfully violated Section 10(b) of the Exchange Act and 
Rule 10b-5 thereunder and Section 206(2) of the Invest- 
ment Advisers Act in that they failed to disclose that (a) 
they had-not valued certain of the Fund’s portfolio secu- 
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rities at their actual market value; (b) they had borrowed 
money or other property from the Fund; and (c) registrant 
could not repay what it owed the Fund, if called upon to do 
so. 


In view of the foregoing, it is in the public interest to im- 
pose the sanctions specified in the offer of settlement. 


Accordingly, 1¥ 1S ORDERED that the registration of Ze- 
nith American Management Services, Ltd. as an investment 
adviser be, and it hereby is, revoked; and it is further 


ORDERED that Stanley Rowen be, and he hereby is, 


(1) suspended from association with any registered bro- 
ker or dealer for 30 days; 


(2) suspended from association as a principal with any 
broker or dealer (other than one whose business consists 
entirely of the retail sales of mutual fund shares) for one 
year, without prior approval of the Commission; and 


(3) prohibited from serving or acting as an employee, 
officer, director, member of an advisory board, investment 
adviser, or depositor of any registered investment company, 
or any affiliated person of such investment adviser or depos- 
itor or as an employee, officer or director of any registered 
investment adviser, except that he may apply to act or serve 
in such capacities after a period of three years. This shall 
not be construed to prohibit Rowen from employment in 
any Capacity by a principal underwriter of any registered in- 
vestment company, so long as Rowen takes no part in the 
management of either such investment company or its in- 
vestment adviser. 


For the Commission by the Office of Opinions and Review, 
pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 8838/June 27, 1975 


In the Matter of 


CHANNING INCOME FUND, INC. 
CHANNING SECURITIES, INC. 
CHANNING SHARES, INC. 

2777 Allen Parkway 

Houston, Texas 77019 


(812-3774) 


NOTICE OF APPLICATION PURSUANT TO SECTION 
17(b) OF THE INVESTMENT COMPANY ACT FOR AN 
ORDER EXEMPTING A PROPOSED TRANSACTION 
FROM SECTION 17(a) OF THE ACT. 


NOTICE IS HEREBY GIVEN that Channing Income Fund, 
Inc. (“Income”), Channing Securities, Inc. (“Securities”) 

and Channing Shares, Inc. (“Shares”), (collectively ““Appli- § 
cants’’), open-end, diversified management investment com- 
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panies registered under the Investment Company Act of 

1940 (‘Act’), have filed an application pursuant to Section 
17(b) of the Act for an order of the Commission exempting 
from the provisions of Section 17(a) of the Act the proposed 
merger of Income and Securities into Shares. All interested 
persons are referred to the application on file with the Com- 
mission for a statement of the representations contained 
therein, which are summarized below. 


Income was incorporated in Maryland on September 17, 
1952 and is authorized to issue one class of shares. It had 
net assets of $60,636,330 on November 30, 1974. Secu- 
rities was incorporated in Maryland on October 9, 1973 as 
successor to a Delaware corporation incorporated in 1946. 

It issues two classes of shares, Channing American Fund 
(“American”’) and Channing Special Fund (‘’Special’’), 

which had net assets of $16,902,466 and $42,674,142, 
respectively, on such date. Shares was incorporated in 
Maryland on October 9, 1973, as successor to a Delaware 
corporation incorporated in 1936. It issues two classes 

of shares, Channing Balanced Fund (“Balanced”) and Chan- 
ning Growth Fund (“Growth”), which had net assets of 
$51,715,121 and $142,850,689, respectively, on such date. 
American General Capital Management, Inc. (“‘Manager’’), 
American General Capital Distributors, Inc. (““Distributor’’) 
and American General Capital Services, Inc., all wholly own- 
ed subsidiaries of American General Insurance Company, 
act, respectively, as investment manager, National Distribu- 
tor of the shares, and transfer, dividend disbursing and 
shareowner service agent of each of the Applicants. The 
Board of Directors and the officers of each Applicant, with 
the exception of the fund manager (the individual appointed 
by the investment manager to manage a particular fund port- 
folio), are identical. Each employs the same custodian and 
auditors. Accordingly, each of the Applicants may be deem 
ed to be under common control, and, therefore, Applicants 
may be deemed to be affiliated persons of each other within 
the meaning of Section 2(a)(3) of the Act. 


Applicants propose to enter into an agreement of merger 
under which Income and Securities are to be merged into 
Shares in the following manner: Shares, which will be re- 
named “‘American General Shares, Inc.,”” will be the surviv- 
ing corporation (“Surviving Corporation’’) and the separate 
existence of Income and Securities shall cease; Special will 
be merged into Growth, which will be renamed “American 
General Capital Growth Fund” (‘“General Growth’’) and 
will constitute one of the two classes of shares issued by 
the Surviving Corporation; and American and Income will 
be merged into Balanced, which will be renamed ““Ameri- 
can General Income Fund” (“General Income’’), and will 
constitute the other class of securities to be issued by the 
Surviving Corporation. 


The adoption of the Plan and Articles of Merger (“Plan’’) 
requires the affirmative vote of at least a majority of the 
outstanding voting securities of each class of shares of each 
of the Applicants. Since the shareowners of Shares will be 
asked to vote on certain matters concerning Shares—namely 
the adoption of a new investment advisory agreement and 
the authority of Shares to redeem certain shareowner ac- 
counts—at the same time as they will be asked to vote on 
the merger, and since proxies will be solicited from share- 
owners of Income and Securities in connection with the 
merger prior to the vote by the shareowners of Shares on 


the merger and the other matters which will affect the Sur- 
viving Corporation, the merger will be conditioned on the 
shareowners of Shares adopting these proposed changes, 
and the proxy material to be submitted to the shareholders 
of Income and Securities will state that since the merger is 
conditioned on approval of the proposed changes, they 
would be applicable to the Surviving Corporation. Share- 
owners of Income and Securities are also being asked to 
approve new advisory agreements. However, as noted above, 
if the merger is effected, the new advisory agreement pro- 
posed for Shares would constitute the advisory agreement 
for the Surviving Corporation regardless of the outcome of 
the votes on the new advisory agreements being proposed 
for Income and Securities. The advisory agreements to be 
proposed are virtually identical for each corporation. 


The proposed merger is also contingent on the receipt of 
an opinion of counsel to the effect that the merger will con- 
stitute a tax-free reorganization. 


Each fund, immediately preceding the merger, will distribute 
all of its net realized income, in shares or cash, at the prior 
election of the shareowners. 


On the effective date of the merger, the outstanding shares 
of Special will be converted in that number of full and 
fractional shares of General Growth as shall have an aggre- 
gate net asset value, as of the close of the last business day 
preceding the effective date of the merger, equal to the ag- 
gregate net asset value of each shareowner’s interest in Spe- 
cial. Similarly, on the effective date of the merger, the 
outstanding shares of American and of Income will each be 
converted into that number of full and fractional shares of 
General Income as shall have the same net asset value per 
share, as of the close of business on the last business day 
preceding the effective date of the merger, as the shares of 
American and Income respectively. 


In the computation of each Applicant's net asset value, no 
adjustment will be made to compensate for any potential 
Federal income tax impact on the shareowners of Applicants 
which might result from differences in realized and unrea- 
lized capital losses which might exist in different propor- 
tions in the respective portfolios. As of November 30, 1974, 
Special had a capital loss carryforward of $98,974,403 and 
Growth had a capital loss carryforward of $117,614,330. 
These amounts would be available until expiration to offset 
future realized capital gains of General Growth for Federal 
tax purposes. In addition, Special had $6,170,869, and 
Growth $25,561,016, of unrealized depreciation on their 
respective portfolios which would be carried over in the 
merger, subject to market changes in the interim. American 
had a capital loss carryforward of $9,764,098, of which ap- 
proximately $6,385,720 would be available to General In- 
come following the merger, Income had a capital loss carry- 
forward of $14,519,261, all of which would be available 

to General Income, which would also have its own, i.e., 
Balanced’s capital loss carryforward of $8,264,523. In addi- 
tion, American, Balanced, and Income had unrealized de- 
preciation on their respective portfolios of $3,010,541, 
$12,135,211, and $13,642,454, respectively, all of which 
would be carried over in the merger, subject to market 
changes in the interim. Applicants assert, therefore, that 
the rationale for use of a tax adjustment formula is not ap- 
plicable in this particular merger because the different pro- 
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portions of capital loss carryforwards and unrealized depre- 
ciations of American, Balanced and Special to their respec- 
tive net asset values would be of no practical value to share- 
owners of the Surviving Corporation. Applicants further 
assert that since the tax effects of the merger will be borne 
not by the respective Applicants but by their -shareowners, 
and as the effect on a particular shareowner is dependent on 
a variety of personal factors such as the individual's capital 
gains tax rate, cost basis, the time shares are ultimately re- 
deemed, as well as the Surviving Corporation’s future pat- 
tern of realization and distribution of gains, a tax adjust- 
ment cannot be demonstrated to result in fairer treatment 
to the respective shareowners than not making an adjust- 
ment. 


Historically, Balanced and Growth have, in the process of 
computing the offering and redemption prices of their 
shares pursuant to a provision of Shares’ Articles of Incor- 
poration, added to their respective net asset values a charge 
of 0.6% for estimated brokerage commissions. Since Ameri- 
can, Income and Special have no such added charge in com- 
puting offering and redemption prices, the net asset values 
for purposes of exchanges in the merger will not include 
such a charge. Following the merger, such a charge will no 
longer be made in computing the offering and redemption 
prices of shares of the Surviving Corporation. 


Both Growth and Special invest principally in common 
stocks. Growth’s primary objective is to provide its share- 
owners with a diversified holding of securities, primarily 
issued by companies which appear to offer marked possi- 
bilities for long-term capital appreciation. Generation of 
current income is a secondary consideration. Special’s pre- 
dominant investment objective is growth of shareowners’ 
capital. Current income is only an incidental consideration, 
completely subordinate to the objective of growth of capital. 
Special will frequently concentrate its investments in rapid- 
ly expanding fields of endeavor characterized by either new 
products or new services. It may often invest in smaller, 
lesser known companies. The investment restrictions of the 
two funds differ in that: (a) Growth is limited to securities 
of issuers with a minimum of $1 million in gross assets, (b) 
Growth can purchase the liquid securities of real estate in- 
vestment trusts (while Special is barred from dealing in real 
estate), and (c) growth can buy securities of other invest- 
ment companies in connection with a plan of merger, conso- 
lidation, or acquisition of substantially all of the assets of 
such company. 


Applicants assert that although Special has a somewhat more 
aggressive approach than Growth, taking investments for 
shorter periods, there are large overlapping positions in their 
portfolios and their investment outlooks are similar. In the 
opinion of the Manager, al! of the securities in Special’s port- 
folio are consistent with Growth’s investment policies and 
no sale of portfolio securities would be required as a result 
of the acquisition. 


The primary investment objective of American is long-term 
growth of principal, with the production of current income 
as an important secondary consideration. A balance between 
long-term growth of capital, reasonable current income and 
preservation of capital is the objective of Balanced. In- 
come’s primary objective is to obtain the highest possible 


362/SEC DOCKET 


income with due regard for the need to protect capital 
values with growth of income and capital an important 
secondary consideration, Applicants contend that there is 
a substantial overlap of investment objectives among the 
three funds. Applicants believe that the investment objective 
of Income is the most stable and the most salable. For tax 
reasons, however, Balanced, renamed General Income, will 
be the surviving entity, although, as part of the merger 
transaction General Income will adopt Income’s investment 
objectives, goals, policies and restrictions. The merger 
would result in the following changes in the restrictions 
applicable to investments by the merging funds: (a) the 
requirement that Balanced maintain 25% of its assets in 
fixed-income securities would be dropped. However, In- 
come, whose objectives would be adopted by the surviving 
entity has generally had an equal or higher percentage of 
fixed-income securities to that maintained by Balanced; (b) 
the power of Income and Balanced, but not American, to 
buy the liquid securities of real estate investment trusts 
would be applicable to the surviving entity; (c) Balanced’s 
requirement that each issuer in which it invests have a mini- 
mum of $2 million in gross assets, would not be applicable, 
but General Income would probably invest in issuers of at 
least this size; (d) securities of other investment companies 
would be acquired by General Income only in the case of 
mergers, consolidations, or acquisitions of substantially all 
of the assets of such companies whereas such acquisitions 
were prohibited to American while more liberally permitted 
to Balanced; (e) Income’s authority to redeem in kind (which 
has never been used) would not be made applicable to Gen- 
eral Income; and (f) General Income would be authorized 
to lend up to 10% of its portfolio securities on 100% colla- 
teral, marked to market, an authority which none of the 
three merging funds now has. Applicants assert that whild 
Income is more income-oriented, American more growth- 
oriented and Balanced in the middle, their investment out- 
looks substantially overlap and many of their securities posi- 
tions are held in common among the portfolios. In the 
opinion of the Manager, no sales of portfolio securities pre- 
sently held by these funds would be necessitated by the 
proposed reorganization as such investments are consistent 
with the investment policies proposed for General Income. 


The Applicants presently have substantially identical ad- 
visory agreements with the Manager. In addition to voting 
on the proposed merger, shareowners of each fund will also 
vote on a proposed new investment advisory agreement with 
the Manager. As indicated above, the merger is contingent 
upon approval of this new advisory agreement by share- 
owners of Shares, the Surviving Corporation. The principal 
difference between the proposed agreements and the exist- 
ing agreements is that, while the investment advisory fee 
would remain the same, the percentage which each fund's 
ordinary business expenses, excluding taxes, interest and 
brokerage commissions bears to its average daily net assets 
for any fiscal year, above which the Manager is required to 
reduce or eliminate its advisory fee by the amount of the ex 
cess, would be raised from 1% to the maximum percentage 
permitted by the most restrictive rules and regulations of 
any State or jurisdiction where such fund’s shares are regis 
tered for sale. At present, the most restrictive State regulé- 
tion requires reimbursement of ordinary business expenses 
exceeding 12% of average daily net assets. 


Under the existing agreement, the advisory fees for the year 
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ending November 30, 1974, were $87,502 for American, 
$303,465 for Balanced, $810,696 for Growth, $340,368 
for Income and $170,153 for Special. The American fee 
was reduced by $7,559 and the Special fee by $96,646 by 
reason of the 1% expense limitation. Had the proposed a- 
greement been in effect, there would have been no reduc- 
tion. 


The proposed merger is also contingent upon the approval 
by shareowners of Shares of an amendment to its Articles 
of Incorporation to authorize the fund to call for redemp- 
tion shares held in shareowner accounts having a value of 
less than $50. Accounts established within one year or in 
which purchases (other than reinvestments) had been made 
within six calendar months would not be subject to redemp- 
tion. Shareowners would be given an opportunity to avoid 
such redemption by the purchase, at net asset value (with- 
out sales charge), of a number of additional shares having a 
value equal to the difference between the value of their ac- 
count and $50. A determination to effect such redemptions 
would require a resolution of the fund’s Board of Directors 
concurred in by a majority of the Directors who are not in- 
terested persons. The initial redemption by the fund would 
be made only after the shareowners had three months’ op- 
portunity to buy additional shares to bring their accounts 
up to $50. On any subsequent redemptions, shareowners 
would be given six months to purchase additional shares. 
The fund’s prospectus would be amended to disclose the 
existence of any charter provision authorizing the fund to 
call its shares. Any power to call shares would not be used 
for at least two years following notice of the initial use of 
such power. 


Section 17a) of the Act, in pertinent part, provides that it 
shall be unlawful for any affiliated person of a registered in- 
vestment company knowingly to sell to or purchase from 
such registered investment company any security or other 
property. Section 17(b) of the Act provides that the Com- 
mission, upon application, may exempt a proposed transac- 
tion from the provisions of Section 17(a) if evidence estab- 
lishes that the terms of the proposed transaction, including 
the consideration to be paid or received, are reasonable and 
fair and do not involve overreaching on the part of any 
person concerned and the proposed transaction is consistent 
with the policy of each registered investment company con- 
cerned and with the general purposes of the Act. 


Applicants assert that the terms of the proposed merger are 
fair and reasonable and do not involve overreaching on the 
part of any person concerned since shares of the Surviving 
Corporation will be issued for shares of the merged entities 
on the basis of the respective net asset values of each deter- 
mined at the close of business on the last business day pre- 
ceding the effectiveness of the merger. Applicants state 

that shareowners or Income.and Securities will be fully ap- 
prised of the fact that if the merger is approved the Sur- 
viving Corporation will be authorized to redeem shareowner 
accounts having a value up to $50 and will have a new advi- 
sory agreement with the Manager containing a raised ex- 
pense limitation, and shareowners of American and Income 
will be fully apprised of the investment policies of General 
Income, including in particular, the authority to lend port- 
folio securities. Applicants state that the merged entity 
will benefit from the elimination of certain duplications in 
the areas of auditing, accounting, legal, directors’ fees, quali- 


fication of shares for sale, preparation and printing of share- 
owner reports, prospectuses and proxy material, and possible 
savings in brokerage commissions and custodian fees, which 
cannot be estimated. Because the expense ratio of Special 
is higher than that of Growth, the Surviving Corporation is 
expected to have a somewhat higher expense ratio for 1975 
(0.90 percent of average net assets, or $.0378 per share) 
than would Growth alone (0.86 percent, or $.0349 per 
share). While direct savings for 1975 are estimated at 
$25,000 on the merger of American and Income into Balan- 
ced, only the substantially higher expense ratio of American 
would be reduced. Balanced and Income’s ratios would not 
be significantly affected, although further savings in the 
areas of custodian fees and brokerage might be realized. How- 
ever, in view of the large redemptions and erosion of capital 
being suffered by each of the funds, with concurrently 
escalating expenses, and the recommendations of the Mana- 
ger and the Distributor that a single growth and a single in- 
come fund would be more stable and could be better pro- 
moted and more efficiently managed, Applicants assert that 
the slight increase of expenses is not significant. Appli- 
cants therefore assert that the proposed merger is consistent 
with the general purposes of the Act. 


The cost of solicitation, including the printing and mailing 

of the proxy materials, will be borne by the respective 

funds to the extent of the costs incurred in the 1974 annual 
meetings of the fund corporations. In addition, Growth 

and Special, and Balanced, American and Income will bear on 
a pro rata basis, the registration fees paid by Growth and 
Balanced, respectively, to the Commission for shares to be 
issued in the proposed merger. Any expenses in excess 
thereof will be borne by the Manager. 


NOTICE IS FURTHER GIVEN that any interested party 
may, not later than July 23, 1975, at 5:30 p.m., submit to 
the Commission in writing a request for a hearing on the 
matter accompanied by a statement as to the nature of his 
interest, the reasons for such request, and the issues, if any, 
of fact or law proposed to be controverted, or he may re- 
quest that he be notified if the Commission shall order a 
hearing thereon. Any such communication should be ad- 
dressed: Secretary, Securities and Exchange Commission, 
Washington, D. C. 20549. A copy of such request shall 

be served personally or by mail (air mail if the person being 
served is located more than 500 miles from the point of 
mailing) upon the Applicant at the addresses stated above. 
Proof of such service (by affidavit or, in the case of an 
attorney -at-law, by certificate) shall be filed contempora- 
neously with the request. As provided by Rule 0-5 of the 
Rules and Regulations promulgated under the Act, an order 
disposing of the application will be issued as of course fol- 
lowing unless the Commission thereafter orders a hearing 
upon request or upon the Commission’s own motion. Per- 
sons who request a hearing or advice as to whether a hear- 
ing is ordered, will received any notices and orders issued in 
this matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment Manage- 
ment Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 8839/June 30, 1975 


In the Matter of 


RICHARD S. STRONG 
111 East Wisconsin Avenue 
Milwaukee, Wisconsin 53202 


(812-3772) 


NOTICE OF APPLICATION FOR AN ORDER PURSUANT 
TO SECTION 2(a)(9) DECLARING PRESUMPTION OF 
CONTROL CREATED BY THAT SECTION REBUTTED 
BY EVIDENCE 


NOTICE IS HEREBY GIVEN that Richard S. Strong has 
filed an application on March 3, 1975, for an order of the 
Commission, pursuant to Section 2(a)(9) of the Investment 
Company Act of 1940 (“Act’’), declaring that he does not 
control Nicholas Company, Inc. (““Adviser’’) by reason of 
his ownership of approximately 42.75% of its shares. All 
interested persons are referred to the application on file 
with the Commission for a statement of the representations 
contained therein, which are summarized below. 


Strong and Albert O. Nicholas founded Adviser, then known 
as Nicholas Strong Company, Inc., in 1967 and registered 
the Adviser as an investment adviser under the Investment 
Advisers Act of 1940. Nicholas has owned approximately 
52 to 55% of the outstanding capital stock of the Adviser 
since its creation and Strong has owned approximately 42.- 
75 to 45%. At the present time, Strong owns 855 shares of 
the capital stock of the Adviser, or about 42.75% of the 
total number of outstanding shares. The shares not owned 
by Strong or Nicholas are owned by employees of the Ad- 
viser. 


In addition to performing investment advisory services for a 
number of individuals and institutions, the Adviser has 
sponsored Nicholas Fund, Inc. (“Fund”) (until June, 1974, 
the Fund was known as Nicholas Strong Fund, Inc.), an 
open-end company registered under the Act. Since the 
Fund’s inception in July, 1969, the Adviser has served as 
investment adviser to the Fund. 


Section 2(a)(9) of the Act provides, in pertinent part, that 
any person who owns beneficially more than 25 per centum 
of the voting securities of a company shall be presumed to 
control such company. Any such presumption may be re- 
butted by evidence but shall continue until a determination 
to the contrary is made by the Commission. 


Strong states that in the Spring of 1973, he and Nicholas be- 
gan to have serious differences of opinion concerning invest- 
ment philosophy and the business of the Adviser. Nicholas 
requested that Strong resign his positions as Vice President, 
Secretary and Director of the Adviser and as Director and 
Officer of the Fund. Strong refused and was removed as 

an officer of the Adviser at a special meeting of the Board 

of Directors of the Adviser on August 9, 1973, and as a 
director at a special meeting of the shareholders held on 
August 15, 1973. On August 21, 1973, Strong resigned from 
his position as a director and officer of the Fund. 
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Strong alleges that, aside from his position as a minority 
stockholder of the Adviser, he has had no position with or 
participation in the affairs of either the Adviser or the Fund 
since his removal as officer and director and has not been 
consulted with regard to their affairs. In addition, Strong 
states that because the Adviser is a ‘‘subchapter S”’ corpora- 
tion within the meaning of the Internal Revenue Code, he 
was required to pay income taxes totalling $15,025 on his 
proportionate share of the Adviser’s net income for the 
fiscal year ending October 31, 1973, even though he did not 
actually receive a cash dividend payment for that year. 
Strong claims that the evidence demonstrates that Nicholas 
is solely in control of the Adviser and rebuts the statutory 
presumption that Strong controls the Adviser. 


NOTICE IS FURTHER GIVEN that any interested person 
may, not later than July 25, 1975, at 5:30 p.m., submit to 
the Commission in writing a request for a hearing on the 
matter accompanied by a statement as to the nature of his 
interest, the reason for such request, and the issues, if any, 
of fact or law proposed to be controverted, or he may re- 
quest that he be notified if the Commission shall order a 
hearing thereon. Any such communication should be ad- 
dressed: Secretary, Securities and Exchange Commission, 
Washington, D. C. 20549. A copy of such request shall be 
served personally or by mail (air mail if the person being 
served is located more than 500 miles from the point of 
mailing) upon Richard S. Strong at the address stated above. 
Proof of such service (by affidavit, or in case of an attorney- 
at-law, by certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules and Regu- 
lations promulgated under the Act, an order disposing of 
application will be issued as of course following July 25, 19 
75, unless the Commission thereafter orders a hearing upon 
request or upon the Commission’s own motion. Persons 
who request a hearing, or advice as to whether a hearing is 
ordered, will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) and 
any postponements thereof. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 8840/June 30, 1975 


In the Matter of 

EQUITY PROGRESS FUND, INC. 

2777 Allen Parkway 

Houston, Texas 77019 

(811-661) 

ORDER PURSUANT TO SECTION 8(f) OF THE ACT 


DECLARING THAT APPLICANT HAS CEASED TO BE 
AN INVESTMENT COMPANY 


On June 5, 1975, a notice was issued (Investment Company 
Act Release No. 8810) that Equity Progress Fund, Inc. ("Ap 
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plicant’’), registered under the Investment Company Act of 
1940 (the ““Act”’) as a diversified, open-end, management in- 
yestment company, had filed an application on April 9, 19- 
75, pursuant to Section 8(f) of the Act, for an order of the 
Commission declaring that applicant has ceased to be an 
investment company as defined in the Act. 


The notice gave interested persons an opportunity to request 
a hearing and stated that an order disposing of the applica- 
tion might be issued upon the basis of the information 

stated therein unless a hearing should be ordered. No re- 
quest for a hearing has been filed and the Commission has 
not ordered a hearing. 


The matter has been considered and it is found that Appli- 
cant has ceased to be an investment company. Accordingly, 


IT 1S ORDERED, pursuant to Section 8(f) of the Act, that 
the registration of Equity Progress Fund, Inc. under the Act 
shall forthwith cease to be in effect. 


For the Commission, by the Division of Investment Manage- 
ment Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 


Release No. 8841/July 2, 1975 


MERRILL LYNCH, PIERCE, FENNER: NOTICE OF FIL - 


& SMITH INCORPORATED ING OF APPLI- 
One Liberty Plaza : CATION PURSU- 
165 Broadway ANT TO SEC- 
New York, New York 10006 : TION 9(c) FOR 
EXEMPTION 


: FROM SECTION 
9(a) OF THE ACT 
: AND ORDER OF 


(812-3825) 


Investment Company Act of 1940 


TEMPORARY EX- 


EMPTION PEND- 
ING DETERMI- 
NATION OF THE 
APPLICATION 


NOTICE IS HEREBY GIVEN that Merrill Lynch, Pierce, 
Fenner & Smith Incorporated (‘Merrill Lynch’’), a wholly 
owned subsidiary of Merrill Lynch & Co., Inc., has filed 
an application pursuant to Section 9(c) of the Investment 
Company Act of 1940 (“Act”) for an order exempting 
Applicant, and any company or person of which Merrill 
Lynch is or in the future may become an affiliated person, 
from the provisions of Section 9(a) of the Act and, with- 
out prejudice to the Commission’s consideration of such 
application, has applied for an order of temporary exemp- 
tion from Section 9(a) pending the Commission's deter- 
mination of the application for permanent exemption. 

All interested persons are referred to the application on 


tions therein which are summarized below. 


file with the Commission for a statement of the representa- 





Merrill Lynch is a broker-dealer registered under the Secu- 
rities Exchange Act of 1934 (“Exchange Act”), which has 
investment companies registered under the Act and has 
acted or is acting as depositor with respect to several in- 
vestment trusts registered under the Act. In addition, 
certain persons affiliated with Merrill Lynch have been 
and are now acting as officers or directors of investment 
companies registered under the Act and certain companies 
affiliated with Merrill Lynch have been and are now act- 
ing as investment advisers or principal underwriters for 
investment companies registered under the Act. 


On July 2, 1975, the Commission commenced an injunc- 
tive action in the United States District Court for the Dis- 
trict of Columbia pursuant to Section 20(b) of the Secu- 
rities Act of 1933 (“Securities Act’) and Section 21(e) of 
the Exchange Act against Stirling Homex Corporation and 
other defendants, including Merrill l_ynch. On that same 
date, pursuant to stipulations of settlement entered into 
between the plaintiff Commission and Merrill Lynch, a 
Consent Judgment of Permanent Injunction was entered 
in the action. The Judgment, among other things, enjoins 
Merrill Lynch from further violations of Section 17(a) of 
the Securities Act and Section 10(b) of the Exchange Act 
and Rule 10b-5 thereunder in connection with the pur- 
chase or sale of the securities of Stirling Homex Corpora- 
tion. 


Section 9(a) of the Act, insofar as is pertinent here, makes 
it unlawful for any person, or any company with which 
such person is affiliated, to act in the capacity of employ- 
ee, officer, director, member of an advisory board, invest- 
ment adviser, principal underwriter or distributor of any 
registered investment company if such person is by reason 
of any misconduct enjoined by any court of competent 
jurisdiction from engaging in or continuing any conduct 
or practice in connection with the purchase or sale of any 
security. 


Section 9(c) provides that upon application the Commis- 
sion shall grant an exemption from the provisions of Sec- 
tion 9(a) either unconditionally or on an appropriate 
temporary or other conditional basis, if it is established 
that the prohibitions of Section 9(a), as applied to the ap- 
plicant, are unduly or disproportionately severe or that 
the conduct of such person has been such as not to make 
it against the public interest or protection of investors to 
grant such application. 


Merrill Lynch submits pursuant to Section 9(c) that the 
prohibitions of Section 9(a) of the Act, to the extent 
applicable by virtue of the entry of the Consent Judgment 
of Permanent Injunction, would be unduly and dispropor- 
tionately severe as applied to Merrill Lynch and that the 
conduct of Merrill Lynch has not been such as to make 

it against the public interest or protection of investors to 
grant this exemption. In support thereof, Merrill Lynch 
represents that: 


(1) the prohibitions of Section 9(a) would deprive the 
regulated investment companies and investment trusts 
involved of the continuity of services of their invest- 
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ment adviser, principal underwriter or depositor, as 
the case may be; and 


(2) the regulated investment companies and investment 
trusts serviced by Merrill Lynch did not participate 
in the conduct upon which the Consent Judgment 
of Permanent Injunction was based. 


The Commission has considered the matter and finds that: 


(1) the prohibitions of Section 9(a) may be unduly or 
disproportionately severe as applied to Merrill Lynch 
in that the conduct of Merrill Lynch has been such 
as not to make it against the public interest or pro- 
tection of investors to grant the application by Mer- 
rill Lynch for a temporary exemption from Section 
9(a) pending determination of the application; and 


(2) in order to maintain the uninterrupted services pro- 
vided by Merrill Lynch and its affiliates to the regu- 
lated investment companies and investment trusts 
involved, it is necessary and appropriate in the pub- 
lic interest and consistent with protection of in- 
vestors and the purposes fairly intended by the 
policy and provisions of the Act that the temporary 
order be issued forthwith. 


Accordingly, 1T 1S ORDERED, pursuant to Section 9(c) 
of the Act, that Merrill Lynch and any company or per- 
son of which Merrill Lynch is or in the future may be- 
come an affiliated person be and they are hereby tempo- 
rarily exempted from the provisions of Section 9(a) of the 
Act operative as a result of the entry of the injunction a- 
gainst Merrill Lynch in Securities and Exchange Commis- 
sion v. Stirling Homex Corporation, et al., pending final 
determination by the Commission of Merrill Lynch’s ap- 
plication for an order exempting Merrill Lynch and any 
company or person of which Merrill Lynch is or in the 
future may become an affiliated person from the provi- 
sions of Section 9(a) operative as a result of the entry 

of such injunction. 


NOTICE IS FURTHER GIVEN that any interested per- 
son may not later than Aug. 4, 1975 at 5:30 p.m., sub- 
mit to the Commission in writing a request for a hearing 
on the matter accompanied by a statement as to the na- 
ture of his interest, the reason for such request and the 
issues of fact or law proposed to be controverted, or he 
may request that he be notified if the Commission should 
order a hearing thereon. Any such communication should 
be addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D. C. 20549. A copy of such re- 
quest shall be served personally or by mail (air mail if the 
person being served is located more than 500 miles from 
the point of mailing) upon Merrill Lynch at the address 
set forth above. Proof of such service (by affidavit or in 
the case of an attorney-at-law by certificate) shall be filed 
contemporaneously with the request. At any time after 
said date, as provided in Rule 0-5 of the Rules and Regu- 
lations promulgated under the Act, an order disposing of 
the Application herein may be issued by the Commission 
upon the basis of the information stated in said applica 
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tion, unless an order for hearing upon said application 
shall be issued upon request or upon the Commission’s 
own motion. Persons who request a hearing or advice as 
to whether a hearing is ordered will receive notice of 
further development in this matter, including the date of 
the hearing (if ordered) and any postponements thereof. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 8842/July 2, 1975 


In the Matter of 


CONGRESS STREET FUND, INC. 

SECOND CONGRESS STREET FUND, INC. 
FIDELITY MANAGEMENT & RESEARCH COM- 
PANY 

35 Congress Street 

Boston, Massachusetts 02109 


(812-3771) 


ORDER OF EXEMPTION PURSUANT TO SECTION 17 " 


(b) OF THE-ACT AND ORDER PURSUANT TO SEC- 
TION 17(d) OF THE ACT AND RULE 17d-1 THERE- 
UNDER. 


Congress Street Fund, Inc. (““Congress’’) and Second Con- 
gress Street Fund, Inc. (‘Second Congress’’), open-end, 
diversified, management investment companies registered 
under the Investment Company Act of 1940 (the “‘Act”), 


and Fidelity Management & Research Company (‘Fidelity’), 


the investment adviser to, and a shareholder of Congress 
and Second Congress, filed an application on February 28, 
1975, pursuant to Section 17(b) of the Act, for an order 
of the Commission exempting from the provisions of Sec- 
tion 17(a) of the Act the merger of Second Congress into 
Congress and, pursuant to Section 17(d) of the Act and 
Rule 17d-1 thereunder, for an order of the Commission 
permitting Fidelity to participate, as a principal, in the 
merger of Second Congress into Congress. 


On June 6, 1975, a notice was issued (Investment Com- 

pany Act Release No. 8813) of the filing of the applica- 

tion. The notice gave interested persons an opportunity 

to request a hearing and stated that an order disposing of 
the application might be issued on the basis of the infor- 
mation stated therein unless a hearing should be ordered. 
No request for a hearing has been filed and the Commis- 
sion has not ordered hearing. 


The matter having been considered, it is found that the 
terms of the proposed transaction are reasonable and fair 
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and do not involve overreaching on the part of any person 
concerned, that the proposed transaction is consistent with 
the policies of Congress and Second Congress and with the 
general purposes of the Act. It is further found that the 
participation of Congress and Second Congress in the pro- 
posed transaction is consistent with the provisions, policies 
and purposes of the Act and that neither Congress’ nor 
Second Congress’ participation is on a basis less advanta- 
geous than that of other participants. 


Accordingly, 1T 1S ORDERED, pursuant to Section 17(b) 
of the Act, that the proposed merger of Second Congress 
into Congress be, and hereby is, exempted from the pro- 

visions of Section 17(a) of the Act. 


IT IS FURTHER ORDERED, pursuant to Section 17(d) 

of the Act and Rule 17d-1 thereunder, that the application 
to permit Fidelity to participate, as a principal, in the 
merger of Second Congress into Congress be, and hereby 

is, granted, effective forthwith. 


For the Commission, by the Division of Investment Man- 
agement Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT ADVISERS ACT OF 1940 
Release No. 467/June 27, 1975 


See Investment Company Act Release No. 8837/June 27, 
1975. 





LITIGATION 





Litigation Release No. 6951/June 30, 1975 
U.S. v. Sloan, Jr., et al. 


William D. Moran, Administrator of the New York Region- 
al Office and Paul J. Curran, United States Attorney for 


the Southern District of New York announced the imposi- 
tion by Judge Whitman Knapp of the following sentences 
in the case of United States v. Sloan, Jr., et al., 74 Cr. 
859 (S.D.N.Y.): 


Defendant Sentence 


Fergus M. Sloan, Jr. 
Carl W. Anderson 
Donald Eucker 
Thomas Kilduff 


One year and a day 
One year and a day 
One year and a day 
Three years’ probation 


Kilduff and Sloan had pled guilty on March 14, 1975 and 
March 31, 1975 respectively, to conspiracy to violate the 
federal securities laws. Also on March 14, 1975 Eucker 
pled guilty to the illegal hypothecation of fully paid cus- 
tomers’ securities. On April 30, 1975, Anderson was 
found guilty of conspiracy to violate the federal secu- 
rities laws after a four-week jury trial. 


For further information see Litigation Release Nos. 6521 
and 6881. 





Litigation Release No. 6952/June 30, 1975 
SEC v. Sanitas Service Corporation et al. 
(D.D.C.) 


The Commission announced today that on June 24, 1975 
Judge Howard F. Corcoran, United States District Court 
Judge for the District of Columbia, entered a Judgment 

in S.E.C. v. Sanitas Service Corporation, et al., permanent- 
ly enjoining defendant Sanitas Service Corporation (‘‘Sani- 
tas’) from violating Sections 10(b) (antifraud provisions), 
13(a) (reporting provisions) and 14(a)(provisions relating 
to solicitation of proxies) of the Securities Exchange Act 
of 1934. 


The Court’s decree enjoins Sanitas from issuing and dis- 
seminating to its shareholders and the investing public and 
filing and causing to be filed with the Commission false 
and misleading annual and periodic reports, proxy materials, 
press releases, registration statements and prospectuses. 
More specifically, the decree enjoins Sanitas from failing 
to disclose the nature and extent of expenditures of cor- 
porate funds for political payments, bribes, kickbacks, or 
other unlawful purposes, from making or causing to be 
made false entries in books and records for the purpose 
of concealing secret payments, and from establishing or 
maintaining a fund or conduit for paying monies for po- 
litical- payments, bribes, kickbacks or other similar unlaw- 
ful purposes. 


In addition, the injunction prohibits Sanitas from impro- 
perly accounting for acquisitions of businesses or assets 
as poolings of interest and from treating as discontinued 
operations lines of business which are still operated by 
Sanitas. 
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The injunctive decree against Sanitas also provides that 
Sanitas shall maintain an audit committee established by 
Sanitas which, among other things, will have the respon- 
sibility of attempting to determine from present and for- 
mer directors, officers and certain employees the amount 
and purpose of certain cash payments from May 1969 to 
the present, including the identities of persons involved in 
such payments. In addition, Sanitas shall maintain a legal 
committee comprised of designated members of Sanitas’ 
Board of Directors who will have the responsibility of 
recommending to Sanitas’ Board the diligent pursuit of all 
available legal remedies in connection with claims by Sani- 
tas against certain of its present and former directors, of- 
ficers and employees, reviewing conflicts of interest and 
employment and consulting contracts between Sanitas and 
such officers, directors and certain designated employees, 
and to submit a full report to Sanitas’ Board, the Court 
and the Commission within 120 days after the date of 

the Court's decree. 


The decree also directs that investigations be conducted 
by Sanitas’ new outside general counsel into transactions 
between Sanitas and ATB Enterprises, Inc. (a corporation 
wholly owned by Sanitas’ former executive vice president 
A. Theodore Barron), the sale by Sanitas of its Economy 
Linen division and the purchase by Sanitas of Industrial 
Disposal Services, Inc., among other matters, and to re- 
port in writing to the Legal Committees. 


With respect to the amounts and purposes of cash pay- 
ments referred to above, and the identities of the reci- 
pients of such payments, Sanitas’ independent auditors 
are required to submit a report to the Audit Committee 
and the Commission and to amend prior filings with the 
Commission as may be necessary to carry out the recom- 
mendations of Sanitas’ independent auditors. 


Lastly, Sanitas is required by the Court’s decree to amend 
prior filings by giving effect to the allegations in the Com- 
mission’s Complaint. 


The Court’s decree provides that the remedial measures 
mandated by the ancillary relief remain in force for five 
years following the date of the decree. 


Sanitas consented to the entry of the Judgment and Or- 
der of Permanent Injunction and Ancillary Relief without 
admitting or denying the allegations in the Complaint. 





Litigation Release No. 6953/June 30, 1975 


U.S. v. E.M. (MIKE) RIEBOLD, ET AL. 
(USDC, New Mexico, Criminal #74-353) 


Victor Ortega, United States Attorney for the District of 


New Mexics. and Robert H. Davenport, Regional Adminis- 


trator of the Denver Regional Office of the Securities and 
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Exchange Commission announced that on June 20, 1975 
Hilliard Crown, a Santa Fe, New Mexico accountant, 
pleaded guilty to a count charging him with submitting 
a false statement of his financial condition to the First 
National Bank of Santa Fe, New Mexico in connection 
with a loan made by that bank to Crown in violation of 
the federal banking laws. 


Previously, defendant Crown, along with others, had been 
indicted by a federal grand jury in a multi-count indict- 
ment charging securities fraud, mail fraud, misapplication 


of bank funds and wire fraud in connection with the activ- 
ities of American Fuels Corporation and affiliated corpora- 


tions. 


Sentencing is scheduled for a later date before U.S. Dis- 
trict Judge H. Vearle Payne of the District of New Mexi- 
co. 


For further information see Litigation Release 6674. 





Litigation Release No. 6954/June 30, 1975 


SEC v. GERALD GREENSPAN a/k/a JAY GREENE 
(SOUTHERN DISTRICT OF NEW YORK, 75 CIVIL 
2826(EW)) 


The New York Regional Office of the Securities and Ex- 
change Commission announced that on June 12, 1975, 
the Commission filed a Complaint in the United States 
District Court for the Southern District of New York, 
seeking to enjoin Gerald Greenspan a/k/a Jay Greene of 
New York, New York from violations of the anti-fraud 
provisions of the Federal securities laws. 


The Commission alleged in its Complaint that Greenspan, 
from on or about April 14, 1975 to date, has engaged in 
a scheme to artificially raise and maintain the price of 
the common stock of Family Record Plan, Incorporated 
(“FRP”), a company whose shares are traded on the 
American Stock Exchange, by effecting a series of trans- 
actions in FRP stock, for the purpose of inducing the 
purchase and sale of such stock by others. The Complaint 
further alleges that Greenspan ,as part of his scheme, has 
dominated and controlled the market for FRP common 
stock and has effected ‘‘wash sales” and “matched order” 
transactions through controlled and nominee accounts. In 
addition, the Complaint alleges that Greenspan sought to 
induce an artificial rise in the price of FRP common stock 
by entering limit orders for the purchase of such stock at 
increasingly higher prices and by purchasing FRP common 
stock in lots of less than 1,000 shares. 


In addition to requesting a permanent injunction, the 
Commission also sought a temporary restraining order 
and preliminary injunction. 
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Litigation Release No. 6955/June 30, 1975 


US. v. Berkson 
(SDNY) 


William D. Moran, Administrator of the New York Regional 
Office of the Securities and Exchange Commission and Paul 
J. Curran, United States Attorney for the Southern Dis- 
trict of New York announced that on June 19, 1975, a 
federal grand jury sitting in New York City filed a ten- 
count indictment charging four former officers and em- 
ployees of Packer, Wilbur & Co. Inc., a broker-dealer firm 
now in receivership, with securities fraud, mail fraud, in- 
terstate transportation of forged securities and conspiracy. 
The four defendants charged are: 


Robert Berkson, 40, of Pound Ridge, New York, 
former secretary of Packer, Wilbur; 


James Gallentine, 50, of Kearney, New Jersey, 
former cashier of Packer, Wilbur; 


Wilbur Hyman, 51, of Almeria, Spain, 
former president of Packer, Wilbur; and 


Maurice Rind, 36, of Forest Hills, New York, 
former president of Packer, Wilbur 


The defendants are charged with misappropriating cus- 
tomers’ securities held in trust by Packer, Wilbur, selling 
the securities and using the proceeds, which were in ex- 
cess of $200,000, for their own benefit. The indictment 
alleges that the sales were accomplished by the use of 
forged stock transfer powers. 





Litigation Release No. 6956/July 1, 1975 


SEC v. WILLIAM M. REESE, SR. 
(N.D. TEX.) 


Robert F. Watson, Administrator of the Fort Worth Re- 
gional Office of the Securities and Exchange Commission, 
and Frank D. McCown, United States Attorney for the 
Northern District of Texas, today announced that Federal 
District Judge William M. Taylor, Jr., at Dallas, on June 
13, 1975, sentenced William M. Reese, Sr., Dallas, to two 
years imprisonment and a $1,000 fine. The Court sus- 
pended all but six months of the prison term and placed 
Reese on probation for 18 months. 


The Court had, on May 5, 1975, found Reese guilty of 
one count of a Criminal Information following his plea of 
nolo contendere. 


The Information, which was filed on May 29, 1974, 
charged Reese with two counts of criminal contempt of 
an Order of Permanent Injunction entered by Judge Tay- 
lor on October 5, 1968, which permanently enjoined 


Reese, Sr. and others from violations of the registration 
and antifraud provisions of the federal securities laws. 


The information charged that Reese had, in the offer and 
sale of the common stock of American Southwest De- 
velopment Corporation, during the period December 1971 
through May 1973, wilfully violated the permanent in- 
junction and was in criminal contempt of the Court's 
order. 


For further information, see Litigation Release Nos. 5911, 
5977, 6365, 6366 and 6870. 





Litigation Release No. 6957/July 1, 1975 


SEC v.E & H OIL COMPANY, INC.., et al 
(W.D. Louisiana) 


Robert F. Watson, Administrator of the Fort Worth Re- 
gional Office of the Securities and Exchange Commission, 
today announced that Federal District Judge Thomas 
Stagg, Shreveport, Louisiana, entered an order of perma- 
nent injunction by consent on June 23, 1975, against E & 
H Oil Company, Inc. and Huey P. Strother, both of 
Shreveport, Louisiana, and appointed a receiver for E & H 
Oil Company, Inc. In addition, Judge Stagg, on June 26, 
1975, entered an order of permanent injunction by con- 
sent against Thomas E. Hill, Blanchard, Louisiana. 


The Commission, on June 23, 1975, filed a Complaint 
seeking to enjoin E & H Oil Company, Inc., Strother, 
Hill, Grover F. Britt, Shreveport, Louisiana, and Robert 
R. Adley, Bossier City, Louisiana, from further violations 
of the antifraud provisions of the federal securities laws 
in the offer and sale of fractional undivided working 
interests in Louisiana oil and gas leases issued by E & H 
Oil Company, Inc. 


According to the Complaint, the defendants sold frac- 
tional undivided working interests in three leases located 
in DeSoto and Bossier Parishes, Louisiana, but failed to 
drill wells on the leases. Thereafter, the Complaint charg- 
ed, the monies to complete the wells were solicited and 
collected from the investors although no wells were ever 
drilled. 


Strother, Hill and E & H Oil Company, Inc. consented to 
the entry of the orders of permanent injunction without 

admitting or denying the allegations in the Commission's 

Complaint. 


Judge Stagg appointed George P. Moran, 630 Commercial 
National Bank Bidg., Shreveport, Louisiana, as receiver 
for E & H Oil Company, Inc. and set July 22, 1975, 

as the date for a hearing on the Commission’s motion for 
a preliminary injunction. 
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Litigation Release No. 6958/July 1, 1975 


SEC V. JOSEPH P. DELORENZO, JR. 
(S.D. TEX.) 


Robert F. Watson, Administrator of the Fort Worth Re- 
gional Office of the Securities and Exchange Commission 
today announced that on June 18, 1975, Federal District 
Judge Allen B. Hannay, at Houston, Texas, entered an 
order of permanent injunction by consent against John C. 
Barksdale, Houston, enjoining him from further violations 
of the antifraud provisions of the Securities Exchange Act 
of 1934. 


The order required Barksdale to disgorge $18,435 pursuant 
to a settlement agreement entered into between the Com- 
mission and Barksdale. The Commission, in its Complaint, 
alleged that Barksdale sold common stock of Docutel 
Corporation based on material non-public information. 
Barksdale consented to the permanent injunction without 
admitting or denying the allegations in the Commission’s 
Complaint. 


For further information, see Litigation Release Nos. 6595, 
6843 and 6853. 





Litigation Release No. 6959/July 1, 1975 


SEC v. ABRAXAS LAND CORPORATION, ET AL 
(S.D. TEX.) 


Robert F. Watson, Administrator of the Fort Worth Re- 
gional Office of the Securities and Exchange Commission, 
today announced that on June 24, 1975, Federal District 
Judge Carl O. Bue, Jr., Houston, Texas, entered an order 
permanently enjoining Rowland R. Wilson, Houston, Tex- 
as, from further violations of the federal securities laws. 


The Court’s order enjoins Wilson, a former salesman for 
Abraxas Land Corporation, Houston, from further viola- 
tions of the registration and antifraud provisions of the 
federal securities laws in connection with the sale of in- 
vestment contracts in the form of joint venture or limited 
partnership interests in real estate syndications issued by 
Abraxas Land Corporation. 


Wilson consented to the entry of the order of permanent 
injunction without admitting or denying the allegations 
in the Commission’s Complaint. 


For further information, see Litigation Release Nos. 6681 
and 6773. 
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Litigation Release No. 6960 
July 2, 1975 


SECURITIES AND EXCHANGE COMMISSION v. 
STIRLING HOMEX CORPORATION et al. 
(United States District Court for the District of Columbia} 


The Securities and Exchange Commission (‘‘Commission”) 
announced today the filing of a civil injunctive action in 
the U.S. District Court for the District of Columbia, the 
issuance of two opinions pursuant to Rule 2(e) of the 
Commission’s Ruls of Practice, and a Report of Investiga- 
tion pursuant to Section 21(a) of the Securities Exchange 
Act of 1934, all arising out of the Commission's private 
investigation in the matter of Stirling Homex Corporation. 


In addition, the Commission instituted administrative pro- 
ceedings against a registered broker-dealer who is also a 
defendant in the Commission's injunctive action, in con- 
nection with certain other matters discussed below. 


a The Complaint 


The Commission today filed a civil injunctive action in 
United States District Court for the District of Columbia, 
against Stirling Homex Corporation (‘‘Stirling Homex”), 
David Stirling, Jr. (“David Stirling’), former Chairman of 
the Board of Directors of Stirling Homex, William G. Stir- 
ling (‘William Stirling’), former President of Stirling 
Homex, Harold M. Yanowitch (‘“Yanowitch”’), former 
Director, General Counsel and Executive Vice-President 
of Stirling Homex, Edwin J. Schulz (“Schulz’’) former 
Controller and Vice-President of Stirling Homex, Charles 
W. Marshall (‘Marshall’) former Director of Stirling Ho- 
mex, and President of U.S. Shelter Corporation, a Stir- 
ling Homex subsidiary, Frank Csapo (‘‘Csapo’’) former 
Vice-President of Stirling Homex and Merrill Lynch, Pierce 
Fenner & Smith Incorporated (‘Merrill Lynch’’), a New 
York broker-dealer and Stirling Homex’s former invest- 
ment banker. 


The Commission’s Complaint alleged that Stirling Ho- 
mex, David Stirling, Jr., William Stirling, Yanowitch, 
Schulz, Csapo and Marshall, directly and indirectly, vio- 
lated and aided and abetted violations of the anti-fraud 
provisions of the federal securities laws. The Commis- 
sion’s Complaint also alleged that Stirling Homex, David 
Stirling, Jr., William Stirling, Yanowitch, Schulz and Mar- 
shall violated and aided and abetted violations of the per- 
iodic reporting provisions of the federal securities laws. 


Stirling Homex was engaged in the business of manu: 
facturing and installing multi-family modular units ready 
for occupancy and during the periods in question, Stirling 
Homex sold these units under several government housing 
programs. Stirling Homex went public in early 1970 and 
in order to show increasing sales, improperly recorded 0 
fabricated nearly all of its reported sales for the periods i 








question. Due to the tremendous outlay of corporate ex 
penses there was a constant drain on the cash position 0 
the company and in order to continue its operations, th 

















company had a second offering in July, 1971 of $20 mil- 
lion of convertible preferred stock. In March, 1972, Stir- 
ling Homex reported a loss for the six-month period ended 
January, 1972 due in large part to its earlier improper 
recordation of sales with respect to many of its projects. 
Thereafter, sales previously booked did not materialize, 
production was curtailed and debts spiraled. Finally in 
July, 1972, Stirling Homex filed a petition for reorganiza- 
tion under Chapter 10 of the Bankruptcy Act. 


In particular, the Complaint alleges that from 1970 
through 1972 the financial statements of Stirling Homex 
were materially falsified by the fraudulent recording and 
reporting of fabricated or fictitious sales and the applica- 
tion of inappropriate accounting principles. For example, 
all module sales of approximately $12,500,000 included 
in the February 28, 1971 financial statements contained 
in the 1971 Registration Statement of Stirling Homex, 
were either fictitious or improperly recorded including ap- 
proximately $8,000,000 of sales from a proposed $15 mil- 
lion project in Mississippi with the Greater Gulf Coast 
Housing Corporation. As part of this fraudulent course 
of conduct designed to deceive the public materially false 
and misleading registration statements in 1970 and 1971 
were filed with the Commission and disseminated to the 
public by Stirling Homex. Materially false and misleading 
press releases and letters to the shareholders were issued 
and materially false and misleading annual and periodic 
reports were filed with the Commission. 


In addition, it was alleged that as a part of the fraudu- 
lent scheme in which some of the Defendants participated, 
illegal political contributions were made, illegal electronic 
surveillance equipment was used, and corporate funds were 
used for the personal benefit of some of the management 
of Stirling Homex. Moreover, certain critical documents 
were allegedly created, pay-offs to Union officials were 
made and certain of the Defendants made sales of secu- 
rities of Stirling Homex while in the possession of 
material adverse non-public information. 


Simultaneously with the filing of the Complaint, David 
Stirling, William Stirling, Yanowitch, Schulz, Marshall and 
Csapo, without admitting or denying the allegations in the 
Complaint, consented to the entry of Judgments of Perma- 
nent Injunction enjoining them from violations of the re- 
porting and anti-fraud provisions of the federal securities 
laws with respect to the securities of Stirling Homex or 
any other issuer. In addition to the injunction the Court 
ordered David Stirling, William Stirling, and Yanowitch 
Not to be associated with any corporation whose securities 
are publicly held without prior Commission approval and 
to forebear from receiving any assets, properties, or mon- 
ies of Stirling Homex in any distribution which they would 
be entitled to participate in as a security holder or credi- 
tor of Stirling Homex. Further, the Court ordered Schulz 
Not to be associated with any corporation whose securities 
are publicly owned as a chief financial officer for two 
years without prior Commission approval. Additionally, 
Yanowitch, as part of his consent, undertook not to prac- 
tice before the Commission as defined by Rule 2(e) of the 
Commission’s Rules of Practice without prior approval of 
the Commission. 


The Commission’s Complaint with respect to Merrill 
Lynch alleges it was involved directly and indirectly in the 
filing with the Commission and the dissemination to the 
public of the 1971 registration statement of Stirling Ho- 
mex referred to above and in this regard it is alleged that 
Merrill Lynch knew or should have known of material 
facts which were not disclosed in the registration state- 
ment and that the inquiry made by Merrill Lynch with 
respect to the registration statement under the circum- 
stances was inadequate. The Commission’s Complaint also 
contains allegations with respect to violations of Section 
17(a) of the Securities Act and Section 10(b) of the Ex- 
change Act and Rule 10b-5 thereunder in the dissemination 
by Merrill Lynch to its customers of inaccurate or mis- 
leading research reports, wire flashes and opinions, earn- 
ings and price predictions and statements concerning Stir- 
ling Homex and its securities. 


Simultaneously with the filing of the Commission’s 
Complaint Merrill Lynch without admitting or denying 
the allegations in the Complaint consented to the entry 
of a Judgment of Permanent Injunction enjoining Merrill 
Lynch from violations of Section 17(a) of the Securities 
Act, Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder in connection with transactions in the securities 
of Stirling Homex. Further, Merrill Lynch has ordered to 
adopt within 60 days, implement and maintain policies and 
procedures relating to its underwriting, research and re- 
tailing activities which are reasonably calculated to pre- 
vent the recurrence of the matters alleged in the Commis- 
sion’s Complaint. 


Finally, with respect to the Commission’s request for 
ancillary relief in the form of disgorgement, with respect 
to Merrill Lynch the Court entered an Order whereby it 
would retain jurisdiction over this matter. At such time 
as there is a final disposition of the last of the civil actions 
now pending with respect to the securities of Stirling Ho- 
mex, in which Merrill Lynch is a Defendant, the Commis- 
sion may apply to the Court for a determination of the 
profits earned by Merrill Lynch as a result of the activi- 
ties complained of in the Commission’s Complaint. There- 
after, upon a determination by the Court of such profits, 
Merrill Lynch shall disgorge such profits pursuant to an 
Order and Plan to be determined by this Court plus inter- 
est thereon at 6% per annum from the date of entry of 
said Order and Plan, provided however, that the Court 
limit the amount of such disgorgement or not require any 
disgorgement, based on a consideration of the findings in 
such civil actions with respect to the matters complained 
of in Commission’s Complaint, including actions wherein 
determinations favorable to Merrill Lynch have been ren- 
dered, and after giving effect to all settlements and money 
judgments which may have been entered and satisfied by 
Merrill Lynch. 


In connection with the settlement of the Stirling Ho- 
mex matter, the Commission also today announced the 
institution of an administrative proceeding against Mer- 
rill Lynch and the issuance of Findings, Opinion, and an 
Order. The administrative proceeding was ordered based 
on information obtained by the Commission staff con- 
cerning transactions by a registered representative of 
Merrill Lynch in a customer’s account in short, interme- 
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diate and long term government securities, including Go- 
vernment National Mortgage Association when issued com- 
mitments which raised questions concerning the suitability 
of the transactions and whether they were properly re- 
corded on Merrill Lynch’s books and records and another 
instance involving the use of certain selling procedures by 
some branch offices of Merrill Lynch in connection with 
securities which were being offered by a company under 
the sponsorship of an affiliate of Merrill Lynch. 


As part of the settlement of the administrative pro- 
ceedings Merrill Lynch without admitting or denying the 
findings in the order, consented to the findings and issu- 
ance of an order by the Commission. In determining to 
accept its offer of settlement and imposing no formal 
sanction the Commission noted that Merrill Lynch has 
undertaken to adopt certain policies and procedures to 
prevent the recurrence of the conduct described in the 
Commission’s order, the fact that Merrill Lynch has reach- 
ed settlement with the customer involved in the govern- 
ment securities matter, and took into consideration Mer- 
rill Lynch’s consent to the entry of a Judgment of Perma- 
nent Injunction in connection with the Stirling Homex 
matter pursuant to which it is required to adopt certain 
policies and procedures. 


ll. Rule 2(e) Proceedings 
A. Peat, Marwick, Mitchell & Company 


The Commission also announced today that a settle- 
ment has been reached with Peat, Marwick, Mitchell & 
Company disposing of, among other things, an adminis- 
trative proceeding growing in part out of the Commis- 
sion’s investigation of Stirling Homex. See Litigation 
Release No. 6961, dated July 2, 1975 and Accounting 
Series Release No. 173, dated July 2, 1975 for further 
details. 


B. Harris Kerr, Forster & Company 


The Commission simultaneously instituted adminis- 
trative proceedings against Harris, Kerr, Forster & Com- 
pany (“HKF”), a partnership engaged in the practice of 
accounting and issued an Order and Opinion which ad- 
dresses certain audit questions involving HKF’s 1970 audit 
of Stirling Homex. HKF has submitted an offer of set- 
tlement for the purpose of disposing of issues raised un- 
der the proceeding without admitting or denying the al- 
legations in the Opinion. See Accounting Series Release 
No. 174, dated July 2, 1975 for further details. 

ill. Report of Investigation In the Matter of Stirling 
Homex Corporation Relating to Activities of the 
Board of Directors of Stirling Homex Corporation 


The Commission also announced today the issuance pur- 


suant to Section 21(a) of the Exchange Act, of a Report 


of Investigation relating to activities of the Board of Direc- 


tors of Stirling Homex Corporation (‘Report’) which 
deals in particular with the role of Stirling Homex’s two 
outside directors, Theodore W. Kheel (’’Kheel’’) and John 
W. Castellucci (““Castellucci’’). The Report outlines the 
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background of Stirling Homex, details the composition an 
functions of its Board of Directors and comments on the 
role of Kheel and Castellucci as outside directors. 





In the Report the Commission did not attempt to set 
forth general rules or guidelines with respect to the duties 
of outside directors. Although it noted in this case that 
Kheel and Castellucci were victims of a fraud perpetrated 
by Stirling Homex’s management and others, which in- 
cluded the withholding of relevant information thereby 
created difficulties for them in their role as outside di- 
rectors, the Commission concluded that they “. . . did 
not provide the shareholders with any significant protec- 
tion in fact, nor did their presence on the Board have the 
impact upon the company’s operations which shareholders 
and others might reasonably have expected.” For further 
details, see Securities Exchange Act of 1934 Release No. 
11516, dated July 2, 1975. 





Litigation Release No. 6961/July 2, 1975 


SEC v. National Student Marketing Corp., et al, Civil Ac- 
tion No. 225-72 (D.D.C.); SEC v. Peat, Marwick, Mitchell 
& Co., instituted sub nom; SEC v. Talley Industries, Inc., 
et al, 73 Civ. 4603 (S.D.N.Y.): SEC v. Republic National 
Life Insurance Co., et al., 73 Civ. 1097 (S.D.N.Y.), SEC 

v. Penn Central Co., et a., 74 Civ. 1125 (E.D. Pa.) 


The Securities and Exchange Commission (‘‘Commission”) 
announced today that an overall settlement has been 
reached with Peat, Marwick, Mitchell & Co. (“PMM”) 
disposing of the pending controversies between the Com- 
mission and PMM. In approving the settlement, the Com- 
mission noted that the controversies related to audit en- 
gagements for five clients out of the large number of 
audit engagements conducted by PMM over the years in 
question going back to 1968 and that, based upon in- 
formation submitted by PMM and otherwise known to the 
Commission, PMM'’s overall audit practice appears to the 
Commission to be conducted in a competent and profes- 
sional manner. 


The controversies which are the subject of the settlement 
are four injunctive actions brought by the Commission a- 
gainst PMM and others relating to National Student Mar- 
keting Corporation, Talley Industries, Inc., The Penn 

Central Company, and Republic National Life Insurance 


Company, 1/ as well as an administrative proceeding grow- 


ing out of the Commission’s investigation relating to Stir- 
ling Homex Corporation whcih investigation resulted in 
the filing [today] of an injunctive action and other pro- 
ceedings against other persons and entities. See Litigation 
Release No. 6960. The accounting and auditing questions 
involved in these controversies are discussed in Accounting 
Series Release No. 173, issued today. 


PMM entered into the settlement without admitting or 
denying the contentions of the Commission in these con- 
troversies. The settlement provides for the following: 
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PMM has consented to the entry of decrees in the above 
injunctive actions enjoining violations of specified pro- 
visions of the securities laws in connection with the com- 
panies involved and providing for the adoption of certain 
procedures. 


For a period of six months beginning May 1, 1975, PMM 
has not and will not accept audit engagements for new 
clients (with certain specified exceptions) whose financial 
statements are expected to be filed with the Commission. 
This six-month restriction does not affect in any way P- 
MM’s ability to service its existing clients nor does it af- 
fect other aspects of PMM’s practice such as tax and man- 
agement consulting. 


PMM has already adopted a number of procedures and has 
agreed to adopt certain additional procedures in its audit 
practice. In addition, PMM has agreed to a comprehensive 
examination, including two annual reviews, of its SEC 
audit practice by distinguished professionals, which is 
similar to the “‘peer review” program of the American 
Institute of Certified Public Accountants for review of 
multi-office accounting firms, for which, the Commission 
notes, PMM has previously volunteered. 


1/ SEC v. National Student Marketing Corp., et al., Civil 
Action No. 225-72 (D.D.C.): SEC v. Peat, Marwick, Mit- 
chell & Co., instituted sub nom; SEC v. Talley Industries, 
Inc., et al., 73 Civ. 4603 (S.D.N.Y.); SEC v. Republic 
National Life Insurance Co., et al., 74 Civ. 1097 (S.D.N. 
Y.); SEC v. Penn Central Co., et al., 74 Civ. 1125 (E.D. 
Pa.). 





Litigation Release No. 6962/July 2, 1975 


SEC v. PARTNERSHIP MANAGEMENT ASSOCIATES, 
INC. et al. (N.D. IL. Eastern Division, 75 C 1659) 


William D. Goldsberry, Administrator of the Chicago Re- 
gional Office of the Securities and Exchange Commission, 
announced that on June 25, 1975, the Honorable Prentice 
Marshall, United States District Judge for the Northern 
District of Illinois, Eastern Division entered a final judg- 
ment of permanent injunction against Gaylord Landahl 

of Roselle, Illinois permanently enjoining Gaylor Landahl 
from violations of the anti-fraud provisions of the Federal 
securities laws in the offer and sale of securities, namely 
limited partnership interests. 


The Defendant consented to the above judgment without 
admitting or denying the allegations of the Commission's 
complaint. 





Litigation Release No. 6963/July 2, 1975 


SEC v. NEW LIFE TRUST, INC., et al (S.D. lowa, Civil 
Action No. 73-146-1) 


William D. Goldsberry, Administrator of the Chicago Re- 
gional Office of the Securities and Exchange Commission, 
today announced that on the Commission’s complaint, The 


Honorable William C. Stuart, United States District Judge 
for the Southern District of lowa, Central Division, at 
Des Moines, om June 9, 1975, entered a Final Judgment 
of Permanent Injunction against Arthur J. Kirsch, enjoin- 
ing him from further violations of the registration and 
anti-fraud provisions of the Securities Act of 1933 and 
certain of the anti-fraud provisions of the Securities 
Exchange Act of 1934. The defendant, Arthur J. Kirsch, 
without admitting or denying the allegations of the 
Complaint, consented to the entry of the order. 


For more information, see Litigation Releases No. 6020, 
6093, 6190, 6251. 








TRUST INDENTURE 





Trust indenture Act of 1939 
Release No. 402/July 2, 1975 


The Securities and Exchange Commission has issued an order 
under the Trust Indenture Act on application of Guardian 
Mortgage Investors (the Trust”) that the trusteeship of 
Chemical Bank under two indentures of the trust is not so 
likely to involve a material conflict of interest as to make it 
necessary to disqualify Chemical Bank from acting as trustee. 





ACCOUNTING SERIES 





Accounting Series Release No. 173/July 2, 1975 


See Securities Exchange Act Release No. 11517/July 2, 
1975. 





Accounting Series Release No. 174/July 2, 1975 


See Securities Exchange Release No. 11514/July 2, 1975. 
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